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Like Topsy, the paper work of many 
businesses “just growed”... All of the 
departments spew out reports ... until 
often the major executive’s desk barely 
has room for his elbows. 

But today’s professional accountant 
makes mole hills out of mountains .. . 
sets up the right system in the right way 
... reduces many confused reports to an 


easily read picture of the state of the 





Makes Mole Hills 


out of mountains 


. finds hidden weaknesses, 


business . . 
strengths, significances. His study is 
founded on fresh facts and daily data, 


intelligently interpreted and integrated. 


McBek is not an accounting firm— 
but with products and methods evolved 
in forty years of experience ... aids the 
accountant by making the necessary 
facts available faster. 


THE McBEE COMPANY 


SOLE MANUFACTURERS OF KEYSORT 
295 Madison Ave., New York 17, N.Y... . Offices in principal cities 
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Yiew of a National Accounting Machine in the payroll department of the Continental Can Company. 


Mis well-known concern uses National Payroll 
machines to make and distribute its weekly pay- 
|. These machines greatly simplify the making 
fall payroll records including social security and 
ate unemployment reports. They are also used 
make the labor ct: il 
The use of these machines has effected a great 
kving over the former method of preparing pay- 
lsand making distribution. 
The National Payroll Machine makes the fol- 
wing records simultaneously. First, the indi- 
dual payroll checks and pay statement, each 
wing the gross pay, the deductions for the 
utent pay period, the net pay and cumulative 
tures for earnings and withholding tax. Second, 
1 individual earnings record for each employee 
1 cumulative figures available for tax reports. 
nd third, a payroll sheet and check register. 
All entries are clear and legible. All printings 
Ke originals and identical, thus obviating dis- 
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the Continental Can Company saves time 
and simplifies accounting with CZa%onats 


crepancies due to human error. 

National Accounting Systems serve the ac- 
counting needs of businesses of every size and 
type. National Accounting- Bookkeeping Ma- 
chines do not require specially trained operators, 
and they meet the needs of individual plant prac- 
tices, methods, and deductions. Let your National 
representative examine your needs and make 
recommendations. There is no cost or obligation. 
The National Cash Register Company, Dayton 9, 


Ohio. 


CASH REGISTERS + ADDING MACHINES 
ACCOUNTING-BOOKKEEPING MACHINES 
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Get the FACTS from financial statement 
figures. 


Accountants! 
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which will er 1 pull all of the vital important 
facts from the you have 1and. It points out as 
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is an authoritative and pendable system of statement 
interpretation, describing th hnique of sales analysis k $525 R FIT when bought 
ipplicable to small business, and of comparative and a e n lots of 6 


balance sheets, profit and loss me a 
.ccounts, of businesses of all sizes. Adds as Easily as Dialing a Telephone! 
This amazing littl ll hel keep the 


tle machine will help your clients k 


internal anal S 
statements, and sur 
curatcly ix 4% inc 


Just published! ; 1 
ief case. Capacity $ 99 Or 


PRACTICAL FINANCIAL for 30 years 1 1,000 users. Guaranteed a full year 
SAMPLE OFFER. One sent you for $9 71—difference refi 

on first order for one dozen lot at $6.60 each. Orders s! pped 

C. O. D. if desired. When bought in dozen lots you make $6.35 ea 

By Roy A. Fourks THE LIGHTNING ADDING MACHINE CO. 


Vice-president, Dun and Bradstreet, Inc 543 S. SPRING STREET, DEPT. 443, LOS ANGELES 13, CALIF. 
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Cost Accounting Principles 


PRESENT STATUS AND PROSPECTS 
By Rosert L. Dixon, Jr., C.P.A. 


“hyd ACCOUNTING at present is as 
“unprincipled” as any general area 
of activity could possibly be and yet pos- 
sess a sufficient degree of body to be 
subject to designation as a_ special 
branch of endeavor. Apparently any 
enterprise which in its accounting at- 
tempts to show separately the costs re- 
lated to particular divisions of the enter- 
prise activity, or which at some stage 
in its accounting makes use of a “bur- 
den” rate, may be said to possess a cost- 
accounting system. How the divisions 
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of activity are to be identified for 
costing purposes, how we are to go 
about it to allocate the costs to the 
divisions, how the burden rates are to 
be determined, and, more important, 
how to make reasonable use of such 
cost data once they have been derived, 
remains almost as unsettled so far as 
general agreement is concerned as when 
the first books on the subject began to 
appear in the late eighteen-eighties. In 
fact the basic word “‘cost’” has never 
been defined except in the most super- 
ficial fashion. 

That there is a need for activity di- 
rected toward the formulation of the 
basic principles of cost accounting can- 
not be doubted. The so-called internal 
financial data of the business firm have 
in recent vears come to have growing 
public significance both as they impinge 
upon the observance of the steadily in- 
creasing number of public laws de- 
signed to regulate business and as they 
influence published statements. Thus, 
as we have come to realize the need for 
standards in the general accounting 
field we must recognize a similar need 
in the field of cost accounting. 

Any attempt to outline what may be 
referred to as generally agreed upon 
rules or principles as they presently 
exist is somewhat hazardous, since we 
lack knowledge of the internal account- 
ing practices of the rank and file busi- 
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ness organization. In contrast with 
the financial or general accounting fun- 
damentals observed by a_ particular 
business firm, the cost accounting prac- 
tices are not explicitly reported in pub- 
lished financial statements. We can 
rarely determine, for instance, what 
costs are treated as direct costs and 
what ones are indirect; nor, can we in 
many cases deduce the manner in which 
overhead items are applied to finished 
product, or the theory which is observed 
in distinguishing between assignable 
costs and wastes or losses. Likewise, 
where standard costs are employed it is 

possible to determine from a 
ig of the financial statements 
which of the rather broad array of con- 
cepts is being employed under the 
“standard” label. We do know. that 
during the war the contracting agencies 
of the government seemed to shy away 
from reliance upon standard cost data, 
seemingly preferring to make settle- 
ments based on “actual” costs. This 


rarely 


readi1 


reluctance to accept standard costs re- 
flects, in part at least, the unsettled 
state of affairs so far as the significance 
of standards is concerned. Most im- 
portant, we lack fundamental guides, 
fundamental principles. Emphasis has 
been overweighted on the side of tech- 
niques at the expense of reasons and 
long-run objectives. 

In terms of the three major elements 
of cost, materials, labor, and overhead, 
one may discern only the most vaguely 
defined areas of underlying agreement. 
Thus, in the case of materials, it may be 
safe to conclude that cost accountants 
generally agree that some sort of con- 
tinuous inventory control is to be de- 
sired (where practicable), and as a 


corollary, 


that materials and supplies 


should be “expensed” only as they are 
issued. (Manv firms, of course, charge 
major amounts of supplies to overhead 


at the time of purchase. 

With respect to labor costs, we may 
conclude that cost accountants generally 
favor some attempt to keep track of time 


at different operations and_ to 


charge the operations in some related 
fashion. 

Overhead costs, whether manufac- 
turing, administrative, or selling, con 
stitute the real area of uncertainty. 
Cost accounting, so far as overhead 
costs are concerned, is perhaps best 
typified in the use of overhead applica- 
tion rates, although actually many busi- 
nesses which profess the use of cost ac- 
counting do not use rates but do make 
some attempt to allocate their overhead 
costs among various activities within 
the enterprise. One reason for the lack 
of uniformity in the treatment of over- 
head costs is the lack of general agree- 
ment as to the basic makeup of this 
cost element. It may appear relatively 
simple to define direct materials, as is so 
often done, as “those materials which 
enter directly into the product,” and 
direct labor as “that labor which ts 
performed directly upon the product,” 
thereby relegating to overhead all other 
costs. Yet, it 1s actually not easy to 
determine what materials and what 
labor really do make an unconditionally 
direct contribution to the final product, 
and the borderline between direct and 
indirect costs, in the present state of 
cost accounting, is admittedly vague. 

If good progress is to be made toward 
the formulation of a set of cost-account- 
ing principles such progress should rest 
upon repeated reference to the major 
objectives ot cost accounting. To the 
extent that more than one objective is 
found to exist the principles must either 
be framed in terms of a major objective. 


or must be sufficiently flexible to en 
compass the concurrent objectives. In 
the latter case, however, it would be 


wrong to allow any statement to become 
vitiated by exceptions or lo pholes de 
signed to alter the principles to fit 
various and sundry special situations. 
Under such circumstances instead of a 


statement of fundamental principles we 
+ ] 


have a set of rules or instructions to be 
followed only if conditions appear to 
warrant. If the principles are really 
principles, exceptions should be few. 
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Cost Accounting Principles 


PROPOSED OUTLINE 
Definitions 

The field of cost accounting rests 
upon two fundamental concepts, the 
first, cost itself, and the second, the 
phrase “cost-of.” As previously stated, 
cost has often been defined rather 
loosely but not in the fundamental sense 
necessary to make it a useful element 
in a statement of cost principles. 

The view held here is that cost means 
anv release of value. This is cost in its 
ultimate sense. As such no reference 
is made to the cause of the release ot 
value nor to the end result of such re- 
lease. The mere fact that value has 
been released, has escaped from a par- 
ticular location, whether or not an 
equivalent value subsequently arises at 
the same or another location, signifies 
that cost has occurred. Cost thus de- 
fined is the basic eruption of value 
which occurs whenever a piece of raw 
material is used up, or, when cash 1s 
spent, or when depreciation of an asset 
occurs. For example, when cash is 
spent for raw materials cost occurs 
since a value release has occurred in 
the reduction of cash. When raw ma- 
terials are transferred to  work-in- 
process cost again occurs, this time in 
the release of value from the raw- 
materials location. When disburse- 
ments are postponed, as in the case of 
any credit transaction, value has again 
been released and cost has occurred, 
although in these instances perfection 
would require the utilization of discount 
rates in the accurate ascertainment of 
the actual amount of cost. 

The term ‘“‘cost’’ so defined appears 
to be so general that it can not be held 
to be the distinctive element of cost 
accounting. Actually the second term, 
“cost-of,” is by far the more closely 
associated of the two. ‘‘Cost-of" con- 
notes the process of linking a value 
elease, or cost occurrence, with either 
its cause or with its end result. This is 
really the basic task of the cost account- 
ant. He is not so much concerned, as 
a cost accountant, with the fact that a 
particular cost has occurred, that for in- 


stance a machine has depreciated, as 
with the tracing of that cost backward 
to its cause and forward to its end re- 
sult. Thus in the case of standard cost 
installations the accountant attempts 
to determine with some degree of accu- 
racy the extent to which a given cost 
may logically be assigned to a given 
unit of product and at the same time 
the portion of the cost which must be 
viewed as a variance from the permis- 
sible standard charge. The variances 
are in turn analyzed in terms of their 
causes. This backward and forward 
tracing of cost occurrences to their 
causes and end results, that is, deter- 
minations of the “‘costs-of,” may ac- 
cordingly be considered to be the basic 
element in the task of the cost account- 
ant. 

In its simpler aspects the linking of 
costs with end results may readily be 
illustrated. When, for example, a 
quantity of cash is expended to secure 
a quantity of raw materials we may 
reason that we have cost (release of 
cash value), and by the tracing process, 
cost-of the raw materials. Or, as raw 
materials are requisitioned for direct 
production purposes we may properly 
refer to the event as a cost occurrence 
resulting in a cost-of-work in process. 

Actually the terms “cost” and “‘cost- 
of” as elaborated upon above appear to 
be fairly commonplace. If it be true, 
however, that the cost-of concept con- 
stitutes an underlying feature of all 
cost accounting it becomes particularly 
important to realize that application of 
the concept in other than the most 
simple of situations presents problems 
which in many cases defy solution. It 
is at this stage that one begins to realize 
the limitations of cost accounting; 
especially when dealing with 
which have multiple end results, as is 
the case with most overhead items. 


costs 


Purposes of Cost Accounting 


Cost accounting seeks to fulfill two 
major functions in addition to its use- 
fulness in contributing to the solution 
of an array of specialized problems. 
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Perhaps most cost accountants would 
agree that the primary function of cost 
accounting is to organize cost data with 
toward the minimization of 
minimization must of 
course be consistent with the effective 
accomplishment of the aims and activi- 
ties of the enterprise. In the cost ac- 
countant’s language, this is the function 
of cost control. Control, so used, means 
more than mere cost reduction; rather, 
it comprehends the balancing of cost 
occurrences with operational results. It 
is both backward looking, in terms of 
the causes of costs, and forward look- 
ing, in terms of results—the “cost-of” 
aspect. 

With respect to this function a num- 
ber of somewhat specialized cost ac- 
counting techniques may be developed, 
including tl 


the aim 
Such 


costs. 


he study of the behaviors of 
Various cost elements with relation to 
rates of productive activity, the use of 
the flexible budget, the isolation of the 
controllable costs and, in widespread 
use, the detection and reporting of vari- 
ances from reasonable standards. 
The importance of the cost control 
function is so unquestioned that it de- 
serves a prominent position in any 
statement of cost principles. The meth- 
odology of cost control may well be sug- 
gested through a series of corollaries 
or enlargements upon the major theme. 
The second major function of cost 
accounting is income determination. 
Two aspects of this function are recog- 
nized: the determination of the periodic 
income of the entity as a whole; and 
the determination of the income of such 
subdivisions of the entity as may merit 
In the latter case 
the income may be from the operations 
of a division or department of the enter- 
prise over a time period or from the 
fa si t of output. 
of cost accounting, while 


of utmost importance to the successful 
| 


separated analysis. 


sale of a single uni 
Thi 


MS aspec 


operation of an enterprise, May e€asil\ 
+ ] 
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} } } . 
pe OVeTT bOtN as to 1ts accuracy and 





as to its dependability. In the first place 
it is clear that as the accounting period 
1 


covered by a particular report is short- 


Accountant 


ened the reliability of the data is re- 
duced. This is true because only over 
relatively long time spans can costs be 
matched with revenues with any degree 
oi certainty, and ideally, from the stand- 
point of accuracy, no attempt should be 
made to determine the net income of a 
business firm for any period shorter 
than its entire life. Cost accounting, 
however, attempts to go considerably 
farther than this: first, in facilitating 
the determination of annual net income; 
second, in providing data for quarterly, 
monthly or even shorter periods ; third, 
in so subdividing costs as to report 
periodic income by product lines; and, 
finally, by attempting to provide the 
profit figures of individual units of sale. 

The principal point, and perhaps the 
principle itself, to be noted in con- 
nection with the income-determination 
function of cost accounting is that it 
should not be taken too seriously ; and, 
the shorter the time period of the report 
or the narrower the segment of the 
business reported upon, the less seri- 
ously should the data be regarded. In 
other words, although workable ap- 
proximations may be achieved, real 
accuracy in this respect is humanly 
impossible because of the complex of 
factors involved. 

In this connection, what appears now 
to be one of the general tendencies in 
the development of cost accounting 
should be noted rather carefully. In 
economic theory all factors which in 
any way contribute to the acquisition, 
processing, and final distribution of the 
firm's products are productive factors. 
Economics does not divide the activi- 
ties of the producer into the three com- 
mon divisions often recognized for ac- 
counting purposes: production, selling, 
and administration. Rather, the three 


re viewed as entirely on a par; all are 
productive, and there should be little 
h 





economic reason to hold that only t 


so-called production costs of the period 
may properly be accumulated in the 
work-in-process and finished-goods in- 
ventories while the administrative and 


. 1 4 + 1 
costs of the period are callously 
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Cost Accounting Principles 


charged off to profit and loss. Cost 
accountants, perhaps spurred on by 
such legislative measures as the Rob- 
inson-Patman Act and the various state 
Uniair Trade Practices Acts, appear 
more and more to be absorbing the atti- 
tude of the economist. The ultimate 
outcome of such a tendency, interest- 
ingly enough, would be the complete 
elimination of expense details in the 
income statement, since the only ex- 
pense item would be the cost of goods 
sold—all costs of manufacture, adminis- 
tration, and selling having been fun- 
neled through the inventory account to 
emerge as a single and complete charge 
against the revenues of the period. 
Whether or not the above-mentioned 
tendency, or whether the contrary, a 
turn in the direction of reporting sep- 
arately each of the individual costs 
which have occurred, should be en- 
couraged, is a question which deserves 
careful consideration at the present 
time. In favor of the latter choice it 
should be observed that the economist 
has failed to provide us with any set of 
instructions for carrying out his theories 
excellent though they may be. Though 
we may venture a carefully reasoned 
estimate we can never be sure of the 
amount of the administrative cost, of 
the selling cost, or, as a matter of fact, 
of the real amount of any of the manu- 
facturing costs which properly attaches 
to the unsold merchandise., One is 
tempted to suggest that a great part of 
our income determination, the match- 
ing of costs with revenues, must be 
largely a sort of budgeting procedure; 
that is that we, having acquired pro- 
ductive resources at a given cost, next 
set about it to evaluate the wisdom of 
our decisions by budgeting the release 
of such values in a manner, and at such 
a rate, as “appears to be reasonable” 
under the circumstances. The circum- 
stances in a particular case consist of 
our appraisal of what has happened in 
the past plus our best guess about the 
future productiveness of the resources 
being used. The resulting quantum 
which we term net income in reality is 
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thus in no sense the true economic net 
income of the firm but only our judg- 
mental index of the overall successful- 
ness of the firm’s operations. 

In a statement of cost accounting 
principles whatever principles of income 
determination may be devised should 
probably stand in no better than second 
place in importance when compared 
with the cost minimization or control 
principle. The principle might in fact 
be negatively worded to dampen over- 
enthusiasm for abbreviated-period, de- 
partmental, or unit-of-product deter- 
minations of net profit. It should be 
strongly emphasized that such deter- 
minations, while perhaps useful when 
intelligently prepared and interpreted, 
have only the most limited accuracy. 

The final major function of cost ac- 
counting lies in its usefulness in con- 
tributing to the making of specialized 
managerial decisions. The basic prin- 
ciple, if any, in this instance is the 
primary requirement of flexibility and 
the important notion that there is no 
such thing as an all-purpose cost figure. 
In the construction of a statement of 
cost accounting principles a number of 
the special-purpose cost computations 
should be explained by illustration or 
description and their usefulness in con- 
tributing to the solutions of particular 
problems emphasized. These special- 
ized concepts include variable and fixed 
costs, controllable differential 
costs, replacement costs, sunk costs, 
etc. The specialized problems, many 
of which are nonrecurrent, include 
product pricing, efficiency evaluation, 
production and distribution methods 
decisions, employee compensation plans, 
asset replacement, volume changes, and 
a host of other problems which cost 
accounting should stand ready to help 
solve. 


costs, 


Limitations of Cost Accounting 


Although the main purpose of a state- 
ment of cost accounting principles 
should be to contribute to the greater 
usefulness of cost accounting, an im- 
portant purpose would be an exposure 
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of its limitations and possible misuse. 
Cost accounting has been developed as 
a managerial tool and as such has never 
heen considered to be of such broad 
public significance as financial account- 
ing. Even as a managerial aid, how- 
ever, it is subject to marked limitations. 
Overreliance upon the data of the cost 
accountant, for example, might well be 
the critical factor in certain business 
failures. Particularly dangerous is any 
blind use of all-inclusive unit cost fig- 
ures as a basis for product pricing. 
Likewise, when overhead allocations 
have been made among cost centers or 
departments, or among lines of product, 
the resulting total costs of operating 
the departments or of making and sell- 
ing a particular part of the product line 
are no less arbitrary than the methods 
used in making the overhead allocations. 
We lack reliable criteria for evaluating 
the results of a great many of the cost 
allocations. We are inclined to carry 
out the determination of the costs-of the 
operations of a particular department, 
or the costs-of producing a particular 
unit of product without serious con- 
sideration of the validity of our manner 
of tracing the value release (cost) to 
its presumed end result. 

The shortcoming in this respect 1s no 
doubt partly due to tradition, For ex- 
ample, it is customary to assume that 
the costs associated with the operation 
of a nower plant should be assigned to 
the departments served in proportion 
to their actual use of power from period 
to period. Though this © allocation 
scheme offers an aspect of superficial 
reasonableness, we now find strong 
reason for a subdivision of power plant 
costs into their fixed and variable com 
ponents followed by an allocation of the 
former on a capacity basis and the latter 
on the traditional use basis. Perhaps 


even more striking is the suggestion 
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that there is little to be gained in a 
allocation of non-variable costs and that 
thev might actually be transferred direct 
to the profit and Icss account with no 
preliminary assignment to the inven 
tory accounts. Uncertainties of this sort 
in themselves constitute a marked limi- 
tation upon the present usefulness « 


cost accounting. 


Summary 


The formulation of a statement of 
the principles underlying cost account- 
ing would be a very worthwhile project 
since first, it would contribute te 
greater uniformity and comparahi 
in the financial statements; second, it 
would serve to clarify and stimulate 
thought toward making cost account- 
ing more useful; third, it would tend 
to retard the rather “weedy” growth 
of arbitrary and divergent techniques 
and at the same time modify the un- 
reasoned use of other techniques which 
have come to be used simply because 
they are orthodox or _ traditional; 
finally, it would help to advise man- 
agement of the limitations of cost ac 
counting. It might help to demonstrate 
that cost accounting is merely a tool of 
management and never should be 
allowed to become a substitute for man- 
agement itself. 

The principles to be formulated are 
probably very few in number: this 
must necessarily be so if the principles 
are really to be fundamental. It 1s 
quite possible that three principles, ac- 
companied by illustrative corollaries, 
might be desired. The first relating to 
the primary function of cost minimiza- 
tion or control, the second relating to 
the determination of income, and the 
third relating to the use of special cost 
computations in the solution of the 
numerous specialized problems which 
from time to time confront management. 
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Partnership Agreements tor 


Accounting Firms 


a) 


ments, we find many dissimilari- 
ties In pattern and in plans to meet the 
same issues. Some partnership agree- 
ments are made for firms of two part- 
ners and some for firms of many more. 
The agreement may be the initial agree- 
ment for the tirm—that is, the agree- 
ment made when the partners get 
together for the first time. Or the 
agreement may be one to supersede 
previous partnership agreements made 
by a group of partners, many of whom 
partners in predecessor 


W! II<N we read partnership agree- 


have been 
agreements. 

What subject matters are usually 
found in accounting partnership agree- 
ments ¢ 

The agreement usually identifies the 
individuals who are the partners and it 
probably states the name under which 
the firm will conduct its practice. In 
this connection those partners whose 
surnames form a part of the firm name 
may make agreements with the part- 
nership that in event of their death, the 
firm has the right or privilege to con- 
tinue their surnames as part of the 
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By Howarp V. 


Swartz, C.P.A. 


Agreement may be reached as to the 
contributions initially made by the in- 
dividuals who form the partnership. 
These contributions may be in the form 
of practice contributed to the firm or 
in the form of capital items such as 
money or equipment needed by the firm 
in the conduct of its business. Capital is 
not a material income-producing factor 
in a professional practice of account- 
ancy. but it is a necessary element in a 
limited way for the establishment of the 
work of the firm. In an initial agree- 
ment it often becomes one of the 
important parts of the agreement. And 
the position may be supported that 
every partner should make an_ initial 
contribution either in practice or in 
capital, if for no other reason than as 
evidence of good faith toward the firm 
and the efforts that all of the partners 
will make together. 

In carrying on an accounting prac- 
tice as a partnership, it will be found 
that firm policy must be determined 
and that many administrative responsi- 
bilities in the conduct of the partnership 
business must be met. In a specimen 
partnership agreement printed some 
vears ago by the American Institute of 
\ccountants, provision was included 
for a group of partners to act as an 
executive committee and for the selec- 
tion from their number of one partner 
to be given responsibility as general 
manager of firm affairs. 

Some agreements provide for the 
determination of policy and direction 
by vote of the partners. In_ these 
agreements the formal voting on the 
propositions could be conducted as 
might be the case in the affairs of a 
corporation at an annual meeting where 
certain propositions are submitted and 
here is recorded the affirmative and 
negative votes of those entitled to vote. 
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Naturally from time to time, marked 
differences of opinion may develop 
among partners over important mat- 
ters relating to policy or procedure. 
In some of these agreements measures 
are introduced to maintain continuity 
by definition of the weight of one part- 
ner’s vote in comparison with the votes 
of other partners. 

Often, when there are relatively few 
partners, agreements will be silent on 
these matters and they will be leit to a 
general discussion between partners as 
specific matters arise. In this way a 
foundation is laid for continuing proce- 
dures. In other firm groups, even 
though these provisions for voting may 
be in the agreement, in actual practice 
after a discussion of the issues, a gen- 
eral consensus may be reached without 
a formal vote as a basis for such action 
as the firm determines. In the recogni- 
tion of the voluntary nature of a part- 
nership we have the requirement for 
attainment of a degree of unanimity on 
all essential matters. 

In addition to the initial contribu- 
tions, there may be specifications of 
continuing obligations by the partners 
to the firm. This may take the form of 
a statement that each partner agrees 
with the firm to make the business of 
the firm his principal occupation and to 
contribute his personal services to the 
extent that the degree required. Or in 
some cases, it may be provided that cer- 
tain partners shall contribute their serv- 
ices only to the extent and in the 
amount which they determine they wish 
to give to the affairs of the firm. 

It might be appropriate at this point 
in the agreement to define income 
which shall be considered to be income 
of the firm as distinguished from in- 
come which partners may have which 
shall not be considered to be income of 
the firm. <A partner of an accounting 
firm may be serving as an executor or 
a trustee in an estate. Will his fees be 
considered fee income of the firm or 
should they be considered personal in- 
come of the partner? Or the partner 
may be carrving on other activities 
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which produce income and while allied 
vith business generally, may not be di- 
rectly from the performance of public 
accounting engagements. Such a case 
might arise as to a partner who writes 
books on accounting subjects. Are his 
royalties to be income of the firm? 

Every partnership agreement proba- 
bly contains sections defining how the 
income or losses of the firm shall he 
allocated to the individual partners’ ac- 
counts. There are three broad classiti- 
cations of methods specified. One might 
be the allocation of all income or loss as 
a simple percentage share of the total. 
Another broad classification would be 
those cases in which each partner may 
receive a credit of a stated amount, pos- 
sibly equivalent to a salary, and the 
remaining profit or loss be distributed 
on a share or percentage basis. A third 
classification of the plans would be the 
type of plan which does not state a 
definite percentage for each partner, 
but states a rule or formula by which 
after the results of the operations are 
known, various factors are determined 
and from that the calculation of the in- 
dividual partner’s share is made. 

In some agreements we find the com- 
bination of all three methods as apply- 
ing to the partners. The agreement may 
provide for a certain percentage of the 
fees for new business brought to the 
firm being credited to the account of the 
partner who has been influential in 
bringing the business to the firm. The 
balance of the income may then be used 
to give special or junior partners an 
agreed guaranteed amount. The remain- 
der of the income or loss may be shared 
in various ratios between certain gen- 
eral partners. 

Some agreements go further than the 
specifications of the division of income 
and specify the basis of accounting 
which shall be used by the firm in de- 
termining the income, covering such 
matters as the valuation of the uncom- 
pleted work at the end of an accounting 
period or as to whether income shall be 
determined on the cash or accrual basis. 
They may also provide for the extent 
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Partnership Agreements for Accounting Firms 


to which information shall be available 
to various partners with regard to the 
financial operations. Restrictions on 
the information made available may be 
accompanied by provisions permitting, 
under certain circumstances, the ex- 
amination of the financial statements by 
another firm of public accountants and 
the certification to the objecting part- 
ner or his legal representative of the 
facts disclosed. - 

While we are speaking of the divi- 
sion of income among the partners, we 
should recognize the fact that in many 
partnerships agreement is reached as 
to the amount that each partner may 
draw from the funds of the partnership 
currently. 

In some agreements you will find 
waiver of the right to perform various 
acts ordinarily permissible. These pro- 
hibited acts include such things as 
speculation and gambling, becoming 
guarantors or endorsors for others or 
engaging in ventures which might re- 
quire the expenditure of an appreciable 
amount of the partner’s time. A part- 
ner may be expected to inform his firm 
and obtain its permission to engage 
in activities which in themselves would 
be the unquestioned right of any indi- 
vidual, but as to which he has agreed 
to limit his activities. 

Not all agreements make provision 
for the partnership to be carried on if 
death of a partner, resignation or re- 
tirement should occur or if a new part- 
ner is admitted. In these cases, pre- 
sumably, a new partnership would be 
formed. Where specific provision is 
made for these occurrences partners 
often agree that the remaining partners 
shall carry on the operation of the 
firm's business without interruption 
because of any such event. In these 
cases the mode of settlement of the ac- 
count of the resigning, retiring or de- 
ceased partner in the firm is usually 
set forth, These agreements usually 
permit reasonable time in which to 
liquidate such partner’s interest. We 
have seen digests of certain partnership 
agreements in which life insurance car- 
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ried upon the partner by the firm is 
used as a means of settlement of the 
partnership interest of a deceased part- 
ner. 

The partnership agreement may 
specity a definite period of time for the 
agreement to be in force. That is, the 
agreement may be for a period of one or 
five or ten years and expire with the 
passing of such time. If the agree- 
ment is for a relatively short period of 
time it is then subject to a review in the 
light of the conditions at that time pre- 
vailing. It has seemed wise to provide 
in a long-term agreement the method 
by which changes and amendments to 
the agreement can be effected. For it 
is highly important to the partnership 
that sufficient flexibility exists in the 
agreement to meet those changes which 
are bound to occur in the conditions of 
the practice among any group of men. 

From what do the problems in part- 
nerships stem? Since it is a necessity 
for most of us to meet our financial ob- 
ligations from the results of our own 
work we have in this basic fact the 
underlying cause of problems connected 
with partnership agreements. When 
an accountant practices individually he 
knows that the fruit of this effort, what- 
ever it may be, is his for himself and 
for his dependents. When he joins 
with others he must recognize that the 
others have the same personal responsi- 
bilities and motivation. But both should 
be encouraged by the fact that coopera- 
tion may achieve greater results than 
the sum of individual efforts. 

The situation may be likened to an 
electric generating plant supplying a 
village or community. If this plant is 
connected with power transmission 
lines and joined with others throughout 
the region, electrical energy can be fed 
to many towns and cities. The village 
which previously drew its requirements 
from the one plant can draw from the 
main transmission lines as it may re- 
quire. Meters are available which will 
accurately measure and record the 
amount of electrical energy flowing 
from the generating plant into the trans- 
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mission lines and drawn from. the 
transmission lines so that each plant on 
the line can be properly credited with 
revenue produced. 

No meters are available to measure 
constantly the values which each part- 
ner may make to the joint effort. 

One attitude which may be present 
in the minds of partners when they read 
their partnership agreement is a weigh- 
ing of the effect of the provisions of the 
agreement on the welfare of the firm. 
Let us consider some of these provi- 
sions with relation to the welfare of the 
firm. Voluntary restrictions placed 
upon partners’ action are agreed upon 
primarily because they have in mind 
pre tection of the interests of the entire 
firm from hazards which otherwise 
might develop from the individual ac- 
tion of a member. Provisions for ex- 
ecutive direction of firm policy and 
administration and provisions — for 
amendments of the agreement promote 
welfare of the firm by permitting uni- 
fied direction and correction of matters 
before disruptive forces gather strength 
from frustration. Only a sound and 
equitable basis for division of profits 
will bring the powers of individuals to 
the fullest development in the interests 
of all. 

Widespread and increasing needs 
which business has found for the serv- 
ices of men in our profession gives 
point to our consideration of the cove- 
nants made by partners of an account- 
ing firm. Stability of our professional 
firms is an important requirement for 
all engaged in the practice of account- 
ing. Wherever one may practice, as 
time passes he will observe a constantly 
changing pattern. Firms, first known 
to us in our junior accountant days as 
respected firm names only, to outward 
appearances, have carried on unchanged 
through the years. True, from time to 
time, we have all felt the sense of loss at 
the death of some leader in our profes- 
sion who was a partner of such a firm. 
From time to time, we see an announce; 
ment that John Doe or Richard Roe 


has been admitted to one partnership 
or another. Again these other fello 

practitioners have joiged together to 
form an accounting firm. Still others 
whom we have known are dissolving 
their firm. It is regrettable that in 
some instances breakups have occurred 
because of failure to adapt partnership 
agreements to the particular situations 
which were to be met. Unless we as 
a Society make available an exposition 
of the elements of partnership agree- 
ments for consideration, we are not 
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meeting our full obligations to the 
membership. 

On March 6 of this year, the presi- 
dent of our Society wrote to a number 
of members suggesting that a study be 
made of public accounting partnership 
agreements and requesting members to 
assist in this study by supplying copies 
or digests of firm agreements. The re- 
sponse was limited up to the time I 
started to prepare this paper. My 
thoughts tonight are in no case to be 
considered a report on this study. Now 
that the pressure of calendar vear 
audits and tax reports has somewhat 
abated, a greater response to the prest 
dent's request may be hoped for. 

May I suggest that this is a subject 
which can be dealt with only by the 
combined efforts of the membership of 
the New York State Society. 

The subject is difficult but I believe 
that as the profession exists only to 
supply the public need for skilled ac- 
counting services, our duty requires, 
among other things, that we organize 
in a manner which will permit the most 
effective use of such skills as we pos- 
sess. That organization doubtless re- 
quires the existence of individual prac- 
titioners, small firms and large firms. 
But undoubtedly there is need for well 
integrated firms of continuing existence 
and recognized reputation. The exist- 
ence and continued growth of such 
firms depend on internal health which 
in turn requires a sound constitution, 
that is, a fair and wise partnership 
agreement. 
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Valuation of Goodwill in an 


Accounting Practice 


By Max Brock, C.P.A. 


HE valuation of goodwill is a rather 


unique problem, as clearly evi 
denced by the fact that in many partner- 
ship agreements it is specifically exclud- 
ed, yet in many others it is an important 
provision. By the same token, part- 
ners who have agreed to the exclusion 
of the provision in dealing with one 
another, will nevertheless insist that it 
be included, where warranted, in the 
selling price of a business or an interest 
therein. This paradoxical situation 
prevails in both business and_ profes- 
sional service partnerships 

Moreover, the valuation of the good- 
will of an accounting or other personal 
service firm is generally more difficult 
and hazardous than that of a mercantile 
concern. This is due to the fact that 
in a personal service business the good- 
will lies largely in the personalities of 
individuals, whereas in a mercantile 
company it may be based on trade- 
marks, copyrights, slogans, advertising 
programs, specialized equipment, re- 
search organization and other similar 
factors of a more stable and predictable 
nature, 
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This distinction was well described 
in the following response to a question 
on accounting practice goodwill which 
appeared in the July, 1930, issue of the 
Journal of Accountancy : 


“When a manufacturing business 
is sold and there is no change of 
goods or individual contact, real 
goodwill passes to the new owners. 
Professional goodwill clings to its 
creator, can be dissociated from him 
only to a limited extent and at best 
is a fragile thing in other hands. 
There is a vast difference between 
furnishing an opportunity and deliv- 
ering goodwill.” 


There is no extensive background of 
recorded experience from which to 
draw conclusive evidence as to the com- 
mon treatment of goodwill in account- 
ing partnerships. This is due, to vary- 
ing extents, to causes such as_ the 
relative newness of the accounting pro- 
fession in its present magnitude, the 
deliberate omission of goodwill in many 
agreements, the privacy of partnership 
agreements, and the lack of any wide- 
spread demand for such, data up to 
recent vears. Wartime and postwar 
conditions have stirred up a consider- 
able interest in the subject of the pre- 
vailing forms of accounting partner- 
ship agreements, and in particular with 
goodwill valuation. 


respect to 

It is the purpose of this paper to 
outline the treatment of goodwill as 
disclosed by specific partnership agree- 
ments or provisions thereof which have 
been made available for such analysis, 
and as observed from discussions, 
opinions, and decisions on the subject 
appearing in accounting and other pub- 
lications. In this connection credit 
should be given to the Syracuse Chapter 
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The New York 
for its extensive study of partnership 
agreements reported in the May, 1940, 
issue of The New York Certified Public 
\ccountant. Also some credit is due 
the present Committee on Administra- 
tion of Accountants’ Practice for the 
comprehensive survey it has very re- 
cently undertaken of accounting part- 
nership agreements, and practices with 
respect to the purchase and sale of 
clienteles. Data received from this 
survey up to the date of the preparation 
of this paper has been limited but 
nevertheless informative. 

Responses to the Committee’s recent 
poll of accounting firms disclosed that 
mut of 8 responses, 2 reported no good- 
will provision, 2 reported that good- 
will was excluded by direction, 3 dis- 
closed the existence of such provision, 
and 1 vaguely implied its existence. If 
it is assumed that the agreements which 
did not refer to goodwill excluded the 
provision because none was considered 
to exist, then the preponderance of the 
replies would be held to favor inclusion 
of goodwill as a valuation factor. The 
report of the Syracuse Chapter does not 
disclose the facts as to the general 
prevalence of the provision but the ref- 
erences to g0 iod will provisions in 
existence far exceed the unfavorable 
comments. It is apparent however, 
that strong views obtain at both ex- 
tremes. 

The exclusion of 
ported by one writer on the 
grounds: ‘ 


goodwill is sup- 
fc Le wing 


‘The essence of an association such 
as a partnership is that all individual 
effort shall work to one combined re- 
sult and the latter be apportioned in a 
purely — trarv but mutually agreed 
upon mani The elements that 
produce true partnership results are 
too intangible and too indefinable 
to be measured even approximately.” 


1 +] ] ~ ~ “+ 

On the other hand, numerous part- 
rship agreements contain provisions 
letermination of a goodwill 

value and there is ample justification 


1 
that 


for them. There is no question that 


for the « 
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partners have made a contribution that 
has some definite future value, even in 
their absence, if they have helped to 
build up the clientele, standards, and 
reputation of a firm. Individual con- 
tacts can often be preserved for the 
future by policies which place the firm 
above the member, and by efforts to 
have clients deal with more than one 
partner whenever practical. Naturally, 
such practices require the fullest meas- 
ure of mutual respect and confidence 
between partners, and the understand- 
ing that outstanding contributions to a 
firm’s standing in the profession as 
well as in business and credit circles 
rank in importance with developing 
contacts. If partners of a firm deal with 
their clients in such manner that their 
own capabilities and reputation are 
made to appear paramount, then their 
partnership interests will not have 
nearly as much goodwill value as where 
they advance the skills, experience and 
personalities of their firm ae and 
organization as an integral unit. 

It is understandable that a partner- 
ship formed by two young men having 
very limited clienteles and contacts 
might ignore the element of goodwill. 
Such firms often employ oral agree- 
ments containing only the most ele- 
mentary and fundamental provisions. 
However, should the firm have devel- 
oped, in time, to a stage where it has 
acquired a large, well-established prac- 
tice of substantial and profitable clients, 
and the firm name has achieved a high 
standing in business, banking and pro- 
fessional circles, then the question of 
goodwill can no longer be dealt with 
in an indifferent manner. 

One may also expect more sympa- 
thetic consideration of goodwill in a 
firm of a few closely-knit partners than 
in one more formally constituted and 
where partners have been added by 
merger or absorption of their prac- 
tices. Goodwill provisions are influ- 
enced by the personalities involved and 
should make allowance for such factors 
as the size and prestige of the firm, 
stability of the clientele, the liberality 
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Valuation of Goodwill in an Accounting Practice 


of partners’ salaries, and the “profit- 
ableness” of the practice. 

The prevailing practices with respect 
to the treatment of goodwill are out- 
lined below and, for convenience in 
discussion, have been segregated into 
two categories. The first deals with 
the common incidents of partnership 
relations, namely: (a) the liquidation 
of a partnership interest due to the 
death, retirement, or other withdrawal 
of a partner from a firm; (b) the disso- 
lution of a partnership; and (c) the 
admission of a new partner. In the 
second category are the valuation prac- 
tices in the purchase and sale of a 
clientele. 

The following are the goodwill valua- 
tion methods, briefly summarized, most 
frequently used insofar as_ present 
surveys disclose: 


1. The goodwill value of a partner’s 
interest in the event of death is 
fixed at the amount of his profit 
share, exclusive of drawings, for 
a period of 3 to 5 fiscal years 
immediately preceding the year 
of death. 


bo 


The goodwill value is fixed at a 
stated amount for each partner 
and the payment is guaranteed by 
life insurance policies payable to 
beneficiaries designated by the 
partners. The insurance pre- 
miums are paid by the firm and 
are treated as expense. In such 
cases the valuations must be re- 
viewed at reasonable intervals. 


ios) 


A partner’s interest, particularly 
in large firms, is established by 
determining his share of the firm’s 
goodwill, which may be measured 
in several ways. One method 
provides for the capitalization of 
goodwill at an amount equal to 3 
times average annual earnings 
based upon an average period of 
5 to 10 immediately preceding 
Another method utilizes 
an annual average of 3 to 5 years’ 
In some cases the firm’s 
goodwill is valued at the time of 


years. 


net tees. 
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admission of a partner and again 
at the date of his death or re- 
tirement. The goodwill share is 
valued at his profit sharing per- 
centage of the increase in good- 
will during the period of his 
membership. 


In one agreement, the senior part- 
ner or his estate receives a fixed 
amount for goodwill, whereas 
junior partners are entitled to 
one-half of their percentage of the 
net profits of the preceding year. 


One agreement provided for 
goodwill in the event of death but 
not upon retirement. There may 
be many cases where retirement 
goodwill is valued differently; 
moreover there are distinctions 
between retirements of a volun- 
tary and involuntary nature. 


With respect to partnership dis- 
solutions, the division of goodwill 
is reflected largely in the distribu- 
tion of the clients amongst the 
partners, and the use of the firm 
name. Any dissolution would 
generally eliminate the firm name 
except in such cases where it is 
specifically the property of a part- 
ner or where other pertinent pro- 
visions exist. 

As to the distribution of the 
clients, that is usually a difficult 
problem. Some agreements pro- 
vide for the apportionment either 
according to the originating part- 
ner or to the one whom the client 
would prefer, without any com- 
pensation or other consideration 
to the other partners. One agree- 
ment provides that so-called firm 
accounts, those not attributable 
directly to any partner, or as 
otherwise defined, be treated as 
partnership assets and valued at 
one year’s average fee. This 
provision may be fairly prevalent 
because it appears to be eminently 
fair. 

In the case of admission of a new 
partner, it was reported that it is 
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a common practice in large firms each gross fee for a period o {5 to 10 
raed oge be made for the years. The margin of profit that can 
shi » be acquired in the firm’s be earned is a highly important factor 





oF ii ‘Il. \ “a of 3 times the and its liberality would bear on the 
average annual earnings over a period of years over which payments 
prior period of 5 to 10 years is are to be made. 

used as the measure in such In the April, 1945, issue a further 


often 
question as to the price to be paid for 


Cases. 

; : a practice was raised. Three answers 

\s to the method of payment tor were furnished, but only one of then 

goodwill, it mi obs erved sie life im- made any reference to a suggested val 

surance is utilized with some frequency — yation basis. The inability to respond 

to pay all or ‘part of the liability, and was largely due to the fact that no 

that the premiums are paid by the — valuation is possible from figures alone 

firm and charged to expense. _ Where Careful consideration must be given 

no insurance exists, payment is made to the individual clients and other 
g up to three vears, factors. 





over a period rangi 
with interest pava ble on the balance. It was interesting to find a rather 
Goodwill payment od aah practical mat- detailed article on this subject, entitle 

ter, are combined with those due for «professional Goodwill,” in the Sep- 


the capital account balances. tember, 1945, issue of the Journal of 
1 - = . = 

WwW ith respect to the purchase and sale the New Zealand Society of Account- 

of accounting prac tices, of which a ants. Therein the author describes a 


good deal has occurred in recent vears, method which he claims is growing in 
little public information is available. favor in his country. i his method calls 
The Committee on Administration ot for the payment of one vear’s gross 
\ccountants’ Practice has communicat- fees. spread over a three vears’ period 
ed with persons who appear to be with no payment for work not  re- 
wctively interested in the purchase of pewed. The goodwill price is to be 
practices in order to ascertain the reduced proportionately for clients that 
prevalent valuation methods, but no are lost during the tl hree year interval. 


replies have been received to date. \ll comment on the purel lase ot 
However, several questions — on the practice has this in common: that it 1s a 
value of an accounting practice have yi, sky transaction and that careful con- 


a 








appeared in the Journal of Account- — sideration must be given to the nature 
et — ae : , ane - eRe: 5 ‘ ane “ 

ancy, together with answers by selected of the clientele, its stability. the profit- 
members of the profession. ableness of the fees, the ability of the 


Isst 
were made that a practice for sale be operation that can be obtained from 
valued at 100‘? of earnings for each of — the seller in helping the buver take 


I 


In the July, 1930, issue suggestions buyer te hold the practice and the co- 
] 


yr the date of sale, over the clients effectively. 


two vears following 
and 50% of the earnings of the third The final aspect of goodwill that is 
and fourth years. \ simult imeous sug- dealt with is the income tax treatment 


gestion is made that 3 vears’ earnings of the payments. In Paul's “Federal 
be used as a valuation basis. Another’ Estate and Giit Taxation”, page 124. 


corre - damages recommended that the appears this aig Fak seth on 
na ‘ice be in the form of a commission to goodwill: “Ability, skill, experience, 
the vendor of nor more than 13% to acquaintanceship, personal clientele — 
20°¢ of gross fees for a limited period — other personal characteristics and qual- 
of three years. ifications do not constitute goodwill.” 

In the August, 1931, issue, a recom- The author cites, and discusses at great 


mendation was made that the buyer length (page 201) a United States 
pav a percentage of 10% to 20% on Supreme Court decision. (Bull vv. 
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United States, 295 U.S. 247; 1935) on ments made by the surviving mem- 
the tax treatment of income accrued hers in purchasing a deceased part- 
after a partner’s death, payment of ner’s interest in the partnership 
which was nai to his estate. Such should be included in the gross 
accrual of income may be considered state.” 


equivalent to a + eoodedll pavment, as 
previously discussed, yet the Court In an old Board of Tax Appeals de- 
held that it was income to the estate Gigion (Plender, 2 BTA 940). pay- 
as TN BPE) right which could ment toa retiring partner of an account- 
be treated as an asset of the estate. ing firm was held to be a capital ex- 
_ The Court was influenced m reach- penditure and not deductible as an 
ing its decision by the nature of the | 


5 i aaa a oe ; erdinarvy and necessary business ex- 
partnership's activities, declaring as pense. There the payment wad. comm 
tollows : sidered to be in the nature of a purchase 

Since seid firm was a personal of goodwill, at least for tax purposes. 
‘rvice concern and no tangible prop- Accountants certainly will determine 


we was amie in its transactions, for themselves the tax aspects of any 
if it had not been for the terms of — provision that they may make for pay- 
the agreement, no accounting would ments to partners upon retirement or 
have been made upon Bull's death — to their estates after death. A comment 
for anything other than his share of — on the Plender decision appearing in 
profits . . . and this would have Montgomery’s “Auditing Theory and 
been the only amount to be included — Practice” (p. 275) is noteworthy and 
in his estate in connection with his concludes the discussion of goodwill 





nembership in the firm.” an accounting practice: 
Despite the Court's rt uling, Mr. Paul “But in the case of payments to 
takes this position (p. 201 ) retiring partners, there may not be 
“Despite the benistihey- reasoning any asset acquired, as partnership 
of the Supreme Court in the Bull agreements often specify that the 
case, the status of an Estate’s right retiring partners have no vested right 







to subsequent partnership earnings in goodwill. The truth is that such 


is still in ‘doubt. At any rate the agreements fail to express the in- 
Board has indicated that its previous tention of the partners. If such pay- 
decisions including the value of such ments are called postponed payments 
right in the gross estate are still for services, the Treasury can hardly 
correct applications of — Section with reason continue to miscall the 
8ll(a). The present value of pay- payments purchases of goodwill” 


“3; ~ 


The Dictionary Habit 


The dictionary habit is one habit which, once acquired, you will never abandon. No one 
lives who is so “heal t he never needs to consult a dictionary, and no literate person 


who consults a dictiona pare ver he hears or reads a word whose exact meaning he does 
not know can fail to “si come erudite. spesainegeap ints, whose work involves meticulous accuracy, 
should carry that urge for accuracy over into their use of the spoken and written word. 
With their fine flair for taking pains they a uld write and speak superlatively well. 


Jennie M. PALeNn 
(The Internal Auditor; June, 1946) 
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The Accountant’s Role in 
Industrial Relations 


By Kermit J. Berytson, C.P.A. 


The Need For Sound Industrial 
Relations 


TH outstanding characteristic of our 

present economy ts the lag in pro- 
duction to satisfy the needs of the 
people—not only those of the American 
people, but of the world. Increased 
national production to provide better 
living, higher wages, and greater prof- 
its, is the key to decent postwar stand- 
ards. The failure of the 
American way of life will stand or fall 
on this one factor. 


success or 


National production, however, is not 
an entity adjustable on an over-all basis. 
It is the “big picture” only and, as such, 
is for all practical purposes no more 
than a conversation piece. It is mean- 
ingless unless detailed examination is 
given to each of its thousands of parts, 
representing individual industrial 
plants throughout the United States. 
It is in each one of these plants that 
the necessary increase in national pro- 
duction will be made possible. Accord- 
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ingly, what will be accomplished will 
be those meastires made effective at 
the lowest possible industrial levels— 
neither cars, nor clothing, nor butter 
can be made available to consumers by 
government fiat. 

Time and again, American industrial 
history has demonstrated the over- 
whelming importance of sound indus- 
trial relations. It is a factor of suffi- 
cient weight to make or break any in- 
dustrial program. The current strike 
picture: in the United States is, ol 
course, the best possible example to cite 
in support of this statement. Becaus« 
of an incomplete evaluation of each 
other’s basic problems and because ot 
each side’s natural reluctance to yield 
to the other’s demands, what ought to 
be full-hearted cooperation between the 
members of the American management- 
labor team has turned into nothing bet- 
ter than a snarling, suspicious truce, 
which is constantly broken by new dis- 
turbances. 

For many centuries, lack of under- 
standing has lead to fear, which in turn 
has lead to disaster. In the early days 
when industrial activity was carried on 
in small shops, there was understanding 
by labor of the owner’s problems and 
understanding by the entrepreneur of 
labor’s problems. The owner had a 
deep and personal realization of his de- 
pendence on his employee’s skill and 
loyalty, and the workers understood the 
extent to which they were dependent on 
the owner's capital, salesmanship, loy- 
alty and directional skill. In modern 
industrial units the same elements of 
capital, worker skills and managerial 
ability are still present. However, a 
complete understanding of the interde- 
pendence of capital and labor exists 
only rarely. Bilateral loyalty as between 
capital and labor seems to be the excep- 
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tion now; in its place has come fear, 
plus absorption by both capital and labor 
in their own affairs only. 

In order that production for the civil- 
jan needs of America and the world may 
once again get under way with the same 
pressure and determination as during 
the war, it 1s essential that joint con- 
fidence be re-established. The fence of 
misunderstanding between capital and 
labor must be eliminated. Fear must be 
eliminated. This stupendous task can- 
not be undertaken lightly, or with 
tongue-in-cheek. If it is to be accom- 
plished, labor and management must 
approach each other with clean hands, 
with facts, and with a sincere desire to 
build up a “team-in-being”’. 

During the war, the labor relations 
sections of the Armed Services ap- 
proached their respective labor prob- 
lems from the point of view that civilian 
workers could and would work harder 
and with a determined singleness of 
purpose, if there were made available to 
them information which demonstrated 
clearly the importance of their con- 
tribution to the war effort. The validity 
of this viewpoint was amply borne out 
by the never-ceasing flow of supplies to 
our troops, and by the relatively insig- 
nificant number of war production man- 
days lost because of strikes or other 
labor disturbances. Responsibility for 
the job of production was clear-cut and 
clearly-placed and, to the everlasting 
credit of the American industrial team, 
it was fully carried out. 

The need for factual information 
among workers has not abated with the 
winning of the war. More than ever, 
unions and their individual members 
have become aware of the continuing 
importance to them of the true facts 
concerning the industries in which they 
are employed. For their own security, 
they want to know where they stand. 

It is in the development and presenta- 
tion of these facts that certified public 
accountants have it in their power to 
make a real and lasting contribution to 
the establishment of sound industrial 
relations. The material which follows 


is based on the single principle that 
workers will accomplish more if they 
are given information demonstrating 
what they have accomplished as part of 
an industrial team, how they have bene- 
fited from their own efforts and the 
efforts of others, and indicating to what 
extent greater benefits may be derived 
from greater efforts. 


The Sharing of Information With 
Employees 


The preparation of information on 
various phases of company activities, 
for distribution to employees, is not a 
novel feature. The use of posters, house- 
organs, hand-outs, bulletin boards and 
other public relations media has been 
tremendous. However, the information 
which has been prepared has, for the 
most part, been concerned with the ex- 
cellence of the company’s products, with 
social activities among plant employees, 
or with efforts to influence, in one way 
or another, the trends of employee 
thinking. Financial information, the 
“meat-and-potatoes” of any employee- 
information program, has been very 
rare, 

During the last ten years, some com- 
panies have made it a practice to issue 
special annual reports to employees. 
Too often, these statements have not 
corresponded in fact to what they pur- 
ported to be—they did not result in the 
sharing of information with employees, 
nor did they result in a clear under- 
standing by employees of the basic eco- 
nomic factors which govern their very 
existence. 

These special statements are often 
replete with cartoons, over-simplified 
graphical analysis, and overtones of 
management benevolence. Further, al- 
though the figures presented in these 
statements agree in certain totals with 
the companies’ regular published re- 
ports, the arrangement generally is com- 
pletely different ; nor is a report of ex- 
amination by a certified public account- 
ant usually included. The statements 
are sometimes humanized to the extent 
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that they become ridiculous to the 
thinking worker. 

If 
pany operations is to be given to em- 
ployees, sound industrial relations de- 
mands that the same report which 1s 
issued to stockholders be issued to em 


information with respect to com 


ployees. (Many employees are stock- 
holders, and as such, receive regular 
annual reports. However, this is not a 
general condition.) The modern skilled 
worker is not uneducated, and is defi- 
nitely aware of the factors which in- 
fluence his economic security. If he is 
not so aware, he will certainly be made 
so, eventually, by the union of which 
he may be a member. Talking down to 
a worker is not an effective means of 
enlisting his sympathy, support and loy- 
alty. The type of report as described 
above is, in my opinion, an application 
of a shortsighted industrial relations 
policy. The differences between it and 
the report issued to stockholders are 
easily spotted by comparison and there 
are few responsible union officials today 
who are not competent to read a tinan- 
cial statement. 

The problem of keeping workers in- 
formed is closely related to the ever- 
present problem of management-stock- 
holder relations. A development of to- 
day is the increased distribution of cor 
porate securities in the hands of the 
general public. Jointly with this dis- 
tribution has come about a lowering in 
the percentage of security holders who 
are able to comprehend the standard 
form of financial statement. At the same 
time, the economic intelligence of em- 
ployee groups has risen sharply, and is 
being further developed by union edu- 
cational activities. 

It is definitely a management duty to 
simplify statements and, as a general 
rule, all information of interest and im- 
portance which will not harm the pros- 
pects of the company should be in- 
cluded. Properly written, properly pre- 
sented, readable statements can accom- 
plish a great deal in welding together 
the efforts of stockholders, management 
and employees, and such statements will 


do much to enhance the prestige of 
management as a trustee for both stock- 
holders and employees. 


ants do not as a rule prepare annual 
corporate reports—this being a function 
reserved for public relations experts 
the preparation and certification of the 
financial statements and important 
statistical data is certainly within their 
scope. However, the normally technical 
accounting language used in the prep- 
aration of statements is clear and con- 
cise only to those who understand it. 
If the statements are to be made fully 
comprehensible, it is essential that all 
terms be clearly stated and clearly ce- 
fined. There must be simple definitions 
of net and gross profits, of the several 
varieties of reserves, and of the nature 
of surplus, for example. Also, an auditor 
may well suggest the inclusion of the 
following data which should be of large 
interest to all concerned: 


1) Management salaries, and income 
taxes paid thereon (without con- 
sideration of other management 
income or loss). 


2) The effect of changes in produc- 
tion and distribution schedules 
upon wages, salaries and divi- 
dends. 

3) The administration and disposi- 
tion of employee pension trust 
funds. 

4) A simplified statement of long- 
term corporate trends. 

5) An analysis of plans, if any, for 
the regularization of dividends 
and wages. 

6) Plans for future corporate ex- 
pansion and development. 

7) An analysis of investment. in 


plant and profits, to indicate the 
relation as between investors and 
employees; relation of profits to 
wages paid; and yield to investor. 


A new personal link must be forged 
between the three most important ele- 
ments of modern business—capital, 
management and labor. Upon the 
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strength of this link depends the de- 
velopment of corporate strength and 
the growth of a sound industrial rela- 
mework. Since modern corpo- 
rate size has eliminated personal con- 
tact as a link, a frank and open report, 
prepared in each industrial unit, to all 
concerned, will do much to eliminate 
discord. The worker may be even more 
interested in the achievements and pros- 
pects of his company than the stock- 
holder, for the company is, after all, the 
wockers daily bread ; it may not be that 

the average stockholder. Employees 
are interested in financial position and 
earnings for more than collective bar- 
gaining reasons. 

Inasmuch as practically all essential 
corporate information with respect to 
earnings, investments, costs, taxes, etc., 
is available through established public 
agencies, there is no reason why this in- 
formation should not be given to em- 
plovees directly, and without any taint 
of reluctance or paternalism. In 1898, 
Frank Munsey pointed out that the 
of x ood advertising is ‘talking 
to the people’. This apy can be 
well and soundly applied in industrial 
relations. Straight talkin ig will increase 
the worker’s knowledge of his status in 
the company, and will give him a basis 
for greater effort in bettering that 
status, which in turn will result in 
greater and less costly production. 
Knowledge, efficiency and growth go 
hand-in-hand. If the independent certi- 
fed public accountant will endorse the 
facts, there should be no question but 
that the straight talking will be ac- 
cepted for exactly what it is. 
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Basic Facts For Collective 
Bargaining 


On April 10, 1946, John L. Lewis 
stalked out of the negotiations between 
the United Mine Workers of America 
ind the mine operators with this parting 
shot: “To cavil further is futile. We 
trust that time, as it shrinks your purse, 
may modify your niggardly and anti- 
social propensities.” 

This kind of bitterness has marked 
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practically all of the major collective 
bargaining which has taken place in the 
United States since the end of the war, 
and an examination of collective bar- 

gaining proceedings will reveal that this 
Racin ss stems from the lack of agree- 
ment on a body of objective and im- 
partial facts acceptable to both manage- 
ment and labor. Neither management 
nor labor is willing to.accept as correct 
the facts presented by the other side, 
and not until a basis for bargaining has 
been established can any progress be 
made. 

The importance of collective bargain- 
ing as a keystone of modern industrial 
relations cannot be overestimated, and 
the modern trend is toward more and 
more far-reaching agreements. Ameri- 
can unions are here to stay, and it is 
certainly the better part of industrial 
relations wisdom to accept them as im- 
portant production factors. Like man- 
agement, unions are, for the most part, 
mature groups headed by mature and 
responsible men. Unions are concerned 
with specific factors for collective bar- 
gaining purposes, as are managements. 
The first problem, then, is to agree on 
an agenda, and to work out the neces- 
sary details to provide a basis for dis- 
cussion. Mr. James Carey, Secretary- 
Treasurer of the C.I.O., put it this way: 
“We have to know what we're fighting 
about.” 

It is in this connection that a pos- 
sibility exists for the utilization of the 
services of certified public accountants. 
A clause in the current labor contract 
between the Federation of Glass, Cer- 
amic and Silica Sand Workers of Amer- 
ica (C.1.0.), and Libby-Owens-Ford 
Co. and Pittsburgh Plate Glass Co. may 
be a straw in the wind. It provides as 
follows: “It is also understood that the 
Arbitrator is to confer with the parties 
in regard to the need and choice of 
technical assistance, so that the Com- 
panies and the Union will be fully in- 
formed concernifig the problems to be 
handled by the Technician and also con- 
cerning the background, experience and 
standing of f such Technician.” 
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In normal business relationships to- 
day, the findings of certified public ac- 
countants are generally accepted as true, 
factual and unbiased, because of the 
reputation for integrity which attaches 
to the entire profession. It would seem 
reasonable, then, that certified public 
accountants be accepted as independent 
and impartial fact-finders for collective 
bargaining conferences, at least for 
those elements of fact which are the 
normal concern of the certified public 
accountant—such as unit costs, earn- 
ings, net profits, taxes, status of sur- 
plus, labor costs, statements of assets 
and liabilities, ete. 

Discussions by the writer with top 
officials of the C.1.O. and the A.F.L. 
have indicated that the facts presented 
by management for collective bargain- 
ing purposes are generally not accept- 
able to union negotiators. It is admitted 
that the facts as presented may be cor- 
rect, but the unions would rather not 
take a chance. The unfortunate feeling 
exists that there are two sets of books 
when collective bargaining is under- 
taken. Union negotiators are ever fear- 
ful of bargaining tactics, and often ap- 
proach bargaining conferences with the 
feeling that management does not come 
with clean hands. Management, of 
course, often has similar fears about 
labor. The ascertainment of all basic 
facts by independent certified public 
accountants, acting on behalf of both 
sides, should do much to eradicate these 
fears. 

Reference is once again made to the 
Libby-Owens-Ford and Pittsburgh 
Plate Glass agreement cited above. By 
providing for the retention of ‘technical 
assistance”, a way has definitely been 
established for independent certified 
public accountants to be of major assist- 
ance in the solution of industrial rela- 
tions problems arising in these particu- 
lar companies, and it is the firm inten- 
tion of the C.I.O. to include this clause 
( providing for the ret&htion of technical 
assistance for the Arbitrator) in as 
many future contracts as possible. The 
contract also provides that ‘‘both parties 
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shall operate for the interests of both 
parties” and, therefore, provision is also 
made for the joint approval of the 
technical assistants by all parties to the 
contract. Further, the Arbitrator is to 
be selected from a list of those who do 
not work only for the Federal Govern- 
ment. By this clause, it is considered 
that fuller protection is established for 
both management and labor. 

Management is already aware of the 
integrity, impartiality and competence 
of independent certified public account- 
ants, and organized labor is daily be- 
coming more familiar with the sort of 
work of which such accountants are 
capable. For example, C.I.O. union 
books, with only a few exceptions, are 
now regularly audited by certified pub- 
lic accountants and financial statements 
published, in accordance with require- 
ments established by the union constitu- 
tions. The time is ripe for a demonstra- 
tion by certified public accountants and 
by the accounting societies of their 
capacity for easing the rigors of col- 
lective bargaining. Such a demonstra- 
tion definitely can be accomplished, 
primarily because a great need is de- 
veloping for impartial fact-finders not 
appointed by the Government, and also 
because there is a growing need in col- 
lective bargaining for the type of in- 
formation which certified public ac- 
countants are singularly competent to 
develop and present, namely, costs and 
pronts. 

Judging from recent developments, 
it would seem to the writer that organ- 
ized labor had no basic interest in com- 
pany profits, as a determinant of wages. 
For example: 

a) When the General Motors Corpo- 
ration strike began in December, 1945, 
Mr. Walter Reuther (now president 
of the U.A.W.) demanded that the 
wages of the G.M.C. workers be geared 
to the company’s profits. As the strike 
continued, his insistence on this demand 
abated considerably, and then died 
down. 

b) In the April, 1946, issue of the 
American Federationist, Mr. K. C. 
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Adams, editor of the United Mine 
Workers Journal, points out that “.. . 
the miners want no part of manage- 
ment. They insist that full and com- 
plete magagement remain in the hands 
of the operators.” 

c) Discussions with responsible offi- 
cials of the A.C.W.A. and the 1.L.G. 
W.U. in New York City, revealed that 
these unions profess no special interest 
in the profits of the companies employ- 
ing their members, because of the many 
elements affecting profits. Their pri- 
mary concern is that these members be 
paid as much as their work is worth, 
and that the companies continue in 
business and provide employment at 
fair wage levels. 

d) The traditional position of the 
American Federation of Labor and its 
old-line affiliated unions has been simply 
that “the laborer is worthy of his hire.” 
The A.F.L. professes no desire to as- 
sume management headaches. 

e) In the settlement of the recent 
strikes participated in by unions affili- 
ated with the C.I.O., the gearing of 
wages to profits was never made a mat- 
ter for final discussion. 


Notwithstanding the general dis- 
claimers of interest in the profits of an 
employer, the fact remains that organ- 
ized labor's claim to a fair share in the 
fruits of production still stands and, 
of course, there is no better index to the 
fruits of production than profits earned. 
Accordingly, there will be an_ ever- 
increasing effort by labor to get a larger 
share of these profits. The matter of 
profits will be brought up again and 
again as the situation permits, and 
along with profits will come the entire 
problem of costs of production. 

It must be expected that with the in- 
clusion of profits and costs as bases for 
collective bargaining, there will arise an 
entirely new field of dissension ; that is, 
what constitutes cost, and what consti- 
tutes profit. Presumably, the profit and 
cost concepts of the accounting pro- 
fession are the last word, but unfortu- 
nately, even the accounting profession 
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is a house divided. For example, in the 
April, 1946, issue of the Journal of 
Accountancy, Mr. E. A. Kracke cites 
the two schools of income philosophy 
established by the pertinent sub-com- 
mittee of the American Institute of 
Accountants : 

“Group I—One of the concepts is that 
the net income for the year should be meas- 
ured by deducting from the accumulated 
net income up to the end of the year the 
amount accumulated up to the beginning 
of the year.” 

“Group /[—Another and an entirely dif- 
ferent concept, is one which emphasizes the 
relationship of items to the operations, and 
to the year, excluding from the income 
account any important items which are not 
so related.” 


No matter to which school of income 
accounting a certified public accountant 
may hold allegiance, his statements are 
ruled by the principle of full disclosure, 
which permits recasting of statements 
with all of the facts at hand, if that is 
considered necessary. However, for 
collective bargaining, because of incom- 
plete understanding of accounting prin- 
ciples by all concerned, there is very 
likely to be a dreary rehashing of the 
many accounting conventions which 
have been established throughout the 
vears, beginning with the desirability of 
the cash basis as opposed to the accrual 
basis; the suitability of taxable income 
as a basis for discussion, rather than 
the utilization of those income figures 
derived by the application of accepted 
accounting conventions; the propriety 
of establishing, by charges to income, 
reserves for doubtful accounts, contin- 
gencies, discounts, reconversion, etc. 
Accordingly, accountants should begin 
the educational process now; there can 
be no reason to delay agreement on 
essential basic principles. 

The important function of indepen- 
dent certified public accountants as im- 
partial fact-finders, when, as and if 
profits and costs become recognized 
factors, is obvious, and their work will 
include the development of both his- 
torical figures and future estimates. 
Great ingenuity will have to be exer- 


305 








7 hi Ne wu’ York 
cised to determine and present the facts 
so that correct judgments may be de- 
collective bargaining 
new forms of 


veloped at the 
table. It 1s possible that 
statements may have to be designed to 
satisfy collective bargaining require- 
ments. In any event, the independent 
certified public accountant is certainly 
competent to engage in these activities, 
and to vive both sides objec tively deter- 
mined facts. 


Summary 


The independent certified public ac- 
countant definitely has a role in the solu- 
tion of industrial relations problems, a 
role which is peculiarly his because of 
his high integrity at - his ¢ apacity for 
impartiality. His can be the 


‘ 


role Ol as 


The C.P.A.—A Wife’s Lament 
By BELLE 
| 
The life of every C.P.A. 
Is a phenomenal array 
Of mathematical progression, 
In a most continuous session 
Straight through the Ides of March, 
Leaving him void of any starch! 


HUBERT 


I] 
His lot is not a treat, 
With Profit and Loss, and Balance 
Sheet ! 
If he should be out ; L pent 


labors 1 must * ‘many. 
decision 
tinuous 


The hours he 
To arrive at a proper 
proj 


There’s always a con fission. 


Certified Pi blic 


-iccountant 


suring employees that they are being 
given full and complete financial infor- 
mation about the industry of which tl 
are a part and of providing a body of 
complete, impartial and objective facts 
as a basis for discussion for purposes of 
collective bargaining. In this capacity, 
the certified public accountant can assist 
in eliminating discord and, thus, in soly- 
ing the important problem of increasing 
American production. 

This role will not come to certified 
public accountants of itself, however. It 
must be brought to the profession by a 
continuing demonstration to labor and 
management of the profession's high 
standards and capacity for, public 
The time to begin this demon- 
Is Now 


service. 
stration 


IT] 


From early morn until midnight 

Bowed over his desk, 

With fingers 
blink 

He wends homeward for forty winks. 

you BE nae" 


he sits tight 


that ache, and eves that 


Relax, Relax, 


Tomorrow is another day! 





Hvupert is the wife of 
Hubert, of Paterson, a 


BELLE 
David T. 


member of the New Jersey Society 
of C.P.A.’s. This poem originally 
appe ared in the Mz 5 1946, issue of 
the er (C.P.A. Journal. 
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Tax Problems in Buying and Selling 


a Business 
By H. K. Marks, C.P.A. 


W E are now witnessing the strug- 
gle of transition from war time 
to peace time economy and the multi- 
tudinous problems faced by companies 
converting in this manner. Within a 
few months, we will see the commence- 
ment of many new business enterprises 
occasioned by the need for making use 
of expanded manufacturing facilities 
stemming from war production, new 
products never before marketed, new 
techniques never before used in civilian 
production, satisfaction of demands 
which have been dormant for four or 
five years. This is a new era of pros- 
perity, we hope. 

In the immediate future, new com- 
panies will be starting in business, will 
be buying already established busi- 
nesses. On the other hand, business 
men who have created huge profits 
but who are uncertain of the future will 
wish to sell, as well as those who are 
weary of the long grind of effort 
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Association. He is a partner in a 
prominent New York accounting 
firm. 

This paper was read by him before 
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throughout the war. All this means 
that we shall all be consulted frequent- 
ly with respect to tax aspects of the 
buying and selling of a business. 

There is, of course, nothing unique 
taxwise about the purchase and sale of 
a business that would not apply to any 
other type of tax problem which we 
face. What is important, however, is 
that we have before us a reminder of 
the things to watch and their effect 
upon the tax position of both the buyer 
and the seller. This paper is an effort 
to make a start in that direction. 

We cannot think of taxes in a 
vacuum. The value of the tax practi- 
tioner’s advice and counsel rests upon 
his recognition of the business prob- 
lems involved. It would, therefore, be 
well for us to look at the business 
man’s viewpoint with respect to his 
problems. 


Problems of Risk 


Basically, the problem of the pur- 
chaser of a business is the recovery of 
the capital invested in the business 
with more or less rapidity depending 
upon the element of safety. The basic 
problem of the seller, on the other 
hand, is the conservation of the pro- 
ceeds of the sale of his business. In 
hoth cases, the recovery as well as the 
conservation must be after taxes. That, 
of course, is where we come in. Now 
this is net to say that recovery must 
necessarily be in the form of cash in 
hand. It may be actual recovery or it 
may be potential. For example, with 
a maximum tax of 38% for corpora- 
tions in 1946 and thereafter, the re- 
covery may be available in the cor- 
porate treasury, always providing, of 
course, that we do not run afoul of 
Section 102 because of improper ac- 
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cumulation of surplus. It may be said 
that siich accumulation must be eventu- 
ally paid out in the form of dividends, 
and if there are individual stockholders 
whose other income places them in the 
high surtax brackets, this recovery 
would be difficult. However, we must 
remember that this might be cir- 
cumvented through liquidation of the 
company with a consequent maximum 
tax of 25%. But in any event, if the 
business purchased continues on.a 
profitable basis, recovery of capital as 
such is ultimately assured. 

If the purchaser is a corporation, it 
is, of course, in a more fortunate posi- 
tion with respect to the payment of 
dividends. True, the company pur- 
chased must pay a 38% tax, but the 
dividends paid to the owning corpora- 
tion will, of course, be 85% exempt 
from tax. An important consideration 
in the purchase of the capital stock of a 
company is whether such securities are 
marketable. This is important despite 
the additional risk factor of fluctuation 
in value of such securities or temporary 
money depreciation. 

But more particularly, it is essential 
that we have some grasp of the business 
man’s viewpoint on risk and recovery. 

We all know the yield theory in in- 
vestment pointing to a lower yield 
when we have higher security. This, 
of course, is ordinarily accompanied by 
a high degree of marketability. How- 
ever, this theory is more applicable to 
investments than to the subject in 
hand. 





The business man feels that a greater 
risk may be taken if the yield is sub- 
stantially higher. The average business 
man and particularly the smaller busi- 
ness man mentally amortizes his invest- 
ment against the yield over a compara- 
tively short period. For example, if a 
man invests $50,000 or 
$100,000 in a new company, he will 
normally seek to recover the capital 
vested over a period of 
and he wi'l not 
return as income 


business 


which he has 11 


tour or 
mentally count 


five vears, 
any 
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until he has completely recovered his 
investment. 

Moreover, the recovery of an invest- 
ment to a business man means money 
or money’s worth. It is not a mere 
bookkeeping entry or arithmetical com- 
putation or statement of an investment 
upon his Balance Sheet. This is a 
pretty difficult result for an individual 
to accomplish, particularly if he hap- 
pens to be in high surtax brackets. 
Some ways and means of securing 
something approaching this result 1s 
the subject of this paper. 

Corporations are, of course, in a 
more fortunate position in this respect. 
A payment of dividends to them is 
really subject to a 38% tax in the com- 
pany purchased plus an additional tax 
of 38% on 15% of the dividends. Since 
this latter amount is 5.7%, it will be 
seen that the total tax is 43.7% so that 
56% of the profits of the new corpora- 
tion are saved and thus constitute a 
recovery of the original investment. 

With this brief survey of the busi- 
ness man’s viewpoint, let us proceed 
to the various problems encountered in 
the purchase and sale of a business. 
These break up generally into prob- 
lems of three kinds: 

1. The problems 
business entities of the buyer 
seller. 


involving the 
and 
2. The problems of acquisition, 
that is the method by which the busi- 
ness is acquired. 
3. The problems of tax minimiza- 
tion. 
Problems of Business Entities 
There are a great many different 
forms of business entities, but most of 
them contain the characteristics of the 
three common forms of operation : 
1. The sole proprietorship 
2. The partnership 
3. The corporation 
All other business forms are in reali- 
ty variations of these three basic forms 
and would, for the most part, present 
similar tax problems. Let us examine 
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Tax Problems in Buying and Selling a Business 


a few of the tax peculiarities of the 
different forms. 

As you know, in both individual 
proprietorship and partnership form of 
operation, income and loss are picked 
up as the operations result as opposed 
to the dividend distributions or liquida- 
tions of corporations. Therefore, if 
losses are expected in early years of 
operation, the investment might be 
lowered because of the tax abatement 
resulting from the absorption of such 
losses against other individual income. 

On the other hand, both the corporate 
form and the partnership form of doing 
business permit deferment of income 
in the case of a business which is im- 
mediately profitable, the former to a 
greater extent than the latter. Corpora- 
tions may defer income through sur- 
plus accumulations and dividend defer- 
ments so that some advantage may be 
gained through throwing income into 
later years. A partnership form per- 
mits a slight deferment of income 
through the selection of a fiscal year. 
This is, of course, due to the fact that 
the portion of the income reported by 
the individual is his share of the profits 
of the partnership for the partnership 
year which ends within his taxable 
year. 

In some cases, a combination of both 
these forms could give a good result. 
For example, if we form a partnership 
on January 1, 1946, we have the option 
of selecting a fiscal year. Assuming 
that we selected June 30, 1946 as the 
end of our first fiscal year, only six 
months of the partnership income 
would be reported by the individuals 
for the year 1946. Now, if we decided 
on February 1, 1947 to incorporate the 
artnership, this would be a tax-free 
ransaction but would result in another 
short partnership year of seven months 
ended January 31, 1947 reportable by 
the individuals in their returns for 
1947. Now, if we operated the busi- 
ness for a year or two in the corporate 
form without paying dividends and de- 
cided to completely liquidate, we could 
secure a capital gain. I hesitate to sug- 
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gest that we could then proceed as at 
the beginning and carry this process 
on ad infinitum. 

Moreover, the partnership and cor- 
porate forms for similar reasons to those 
stated above, permit an extension of 
carryovers in the event of early losses, 
again through selection of fiscal years 
which may be different from those of 
the individuals. 

One thing that we should not over- 
look in considering business entities is 
the relief afforded in the case of certain 
corporations. For example, small cor- 
porations with incomes under $50,000 
are taxed at rates considerably below 
38% under the new Act. Moreover, 
do not overlook the possibilities of 
Western Hemisphere corporations 
which pay no surtax and corporations 
engaged in foreign trade. 

In addition, of course, where parent 
and subsidiary corporations are in- 
volved, the tax abatement of loss can 
be secured through consolidated re- 
turns with a slight penalty. 

One interesting question which I 
might pose is this. Can two corpora- 
tions enter upon a joint venture in the 
same manner as two individuals in a 
partnership and thus avoid the tax of 
38% on 15% of the dividends? I. T. 
2749 Cumulative Bulletin XIII, p. 99 
seems to permit such a situation, at least 
under some circumstances. 


Problems of Acquisition 

It is really remarkable how much 
money a purchaser will pay for a busi- 
ness which he will loudly and frequent- 
ly inform the seller is not worth any- 
thing and how little money a seller will 
take for a business which he wi'l loudly 
and frequently tell the purchaser is 
worth three or four times the selling 
price. But after the mutual insulting is 
over, it becomes necessary to get down 
to the mechanics of purchase and sale. 
\s T mentionied before, the purchaser’s 
problem is to secure a recovery of his 
investment, and one means of doing so 
is through tax abatement or recovery. 
On the other hand, the seller’s prob- 
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lem is to conserve the proceeds of the 
It would seem at first 
blush that this would place the buyer 
and seller at exactly opposite positions 
at every point. -\s a matter of fact, this 
is not always so. 


sale atter taxes. 


The problem of acquisition generally 
breaks up into three major considera- 


tions: 


1. The buying of corporate assets 
as opposed to the purchase of the 
stock of the corporation 


2. The buying of partnership as- 
sets as opposed to the purchase of 
the partnership interest 

3. The buying of individual assets 
af the business 


Let us first take the problems of buying corporate assets or the stock of 


the corporation. 


[ have set this up in chart form showing first, the situa- 


tion; second, the buyer’s position in the matter; and third, the seller’s 


position. 


Purchase of Corporate Assets vs. Stock 


Situation 


Buyer's Position 


Seller’s Position 


The purchase of assets does 1. Buyer's position in this 1. The seller’s position is 
not necessarily require the matter is that it requires that if he would normally 
expenditure of cash. For no cash expenditure. On realize a gain on the sale 
example, Corp. A might the other hand, it causes ot the business, there is 
acquire the assets of Corp. a dilution of the stock- 10 tax on this method of 
B through a tax-tree reor- holder’s interests. From sale. 
ganization in which the a business man’s point of | 2. On the other hand, if the 
stock of Corp. A is given view, this is the same stockholder’s basis is high- 
to Corp. B for all of its thing as a cash expendi- er than the value of the 
assets and that stock 1s ture. stock received, he would 
then delivered _ part s 2. Moreover, there seems to not be able to take a loss. 
Phase hg meal be no tax recovery for 3. In addition, he is con- 


holders of Corp. B. 


the purchase price paid. 
I refer to a tax deduction 
in a manner which I will 


fronted with the problem 
of the marketability of the 
new stock. 


later when dis- 
cussing the tax advan- 
tages of different methods 
of purchase and other tax 
minimization features. 


describe 


3. Since Corp. B will go out 
of existence, net loss 
carryovers are lost. 

Moreover, Corp. B’s basis 
for assets is acquired by 
Corp. A. This, of course, 
may be good . r bad 


to 


5. It gives the advantage of 
being able to deduct B's 
current losses, if any, 
without the penalty of the 
consolidated returns. 

Here again, the buyer 


gets no tax recovery tor 


t} ircl rice 
the purchase price. 


Another _ situation arises | 
where Corp. A, Partner 
ship A or Individual A 


Corp. B's 


The seller’s position in this 
case is very simple. He, of 
course, gets a capital gain 
or loss on the sale of the 


stock. 


acquires stock 2. He does, however, retain 

cash. any carryovers, 
that B may have since the 
same corporate entity is 
retained 


net loss 











Take this situation. Corp. A, 
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Situation Buyer's Position Seller’s Position 


3. For the same reason, he 
retains B’s basis of assets 
which may be good or 
bad, depending upon a 
comparison of the pur- 
chase price with the basis 
of the assets. 

4. He cannot, of course, take 
B's current losses, except 
if the purchaser is Corp. 
A and is willing to pay 
the 2% consolidated pen- 
alty. 


1. Buyer's position here is 1. The seller’s position in 


Partnership A or Individ- that he will get a partial this is that he gets a 
ual A acquires the assets tax recovery tor the pur- double tax, once to the 
of Corp. B for cash instead chase price by reason of corporation and once to 
of the stock of Corp. B. the nature of the assets the stockholder in liquida- 
purchased. For example, tion. Since it is the cor- 

inventory will be charged poration which is selling 

as cost of sales. More- the assets, the tax to the 

over this can be con- corporation is part capital 

trolled to some extent by and part ordinary, de- 

placing specific purchase pending upon the nature 

prices on specific assets of the assets sold. The 

which I will discuss in tax to the individual is, 

detail later. of course, based upon cap- 

2. Of course, under this ital gain. 

method, carryovers which 2. This situation can be con- 

B may have had are lost trolled partially by liqui- 

to the purchaser. dating the corporation 

3. Likewise, a new basis is first and then having the 

secured for the assets ac- individual stockholders 

quired which again may seli the assets, but of 

be good or bad. course, we must watch 





out for situations such as that described in Court Holding Co. where the negotiations for 
the sale were entered into originally by the corporation. 

Suppose the stock of Corp. B is held by Corp. C and Corp. C owns 80% or more of 
Corp B’s stock. In such a case, although there will be a tax to Corp. B on the sale of 
its assets, there will be no tax to Corp. C upon the liquidation of Corp. B even though 
this is entirely in cash. This is the situation which arises in Trilakes Steamship Co. 
146 F (2d) 388. 

[If in that same situation, C’s cost of investment in B’s stock was higher than the liquidating 
value, there would normally be no loss recognized. This situation can be overcome, how- 
ever, if Corp. C will sell a sufficient number of shares of stock to bring its holdings below 
80%. In such circumstances, the loss on this investment can be taken. This is the situation 
in the case of Day and Zimmerman CCA 3. 


Now let’s take the purchase of partnership assets or partnership interest. 


Purchase of Partnership Assets vs. Partnership Interests 








Situation Buyer's Position Seller’s Position 
uppose that Corp. A, part- 1. The buyer’s position here 1. The seller’s position is 
nership A or Individual A is that he will receive par- that the members of the 
chased the assets of a tial recovery for the pur- partnership get some or- 
‘ship. chase price by reason of dinary gain and some 
the nature of the assets. capital gain depending 


2. The buyer will, of course, upon the nature of the 
lose any carryovers which 
may be present in the 
partnership. 


assets, 
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Situation Buyer’s Position Seller’s Position 
3. A new basis of assets will 

be secured which, of 

course, may be good or 

bad. 


The seller’s position in 
this matter is that a part- 
nership interest has gen- 
erally been considered by 
the courts to be a capital 
asset and therefore any 
gain or loss is capital. 


Normally, there would be 1. 
no recovery of the pur- 
chase price, but it should 

be interesting to note the 
facts of the Blum case in 

this respect. In that case, 

two brothers were en- 
gaged in a partnership. One brother bought the other partnership interest at a price 
considerably below the book value of the brother’s interest in the partnership assets. 
Upon subsequent liquidation of the partnership assets, he attempted to use the partnership 
basis, but was denied the use of this basis and was forced to allocate a reduced cost 
based upon the ratio of the reduced purchase price to the value of his brother’s partnership 
interest. The reason for this allocation is slightly obscure and is probably based upon 
the fact that since there were only two partners, the purchase by one brother of the 
other partner’s interest made a partnership non-existent from there on it was an individual 
proprietorship. What if such a purchase had been made at a price higher than the 
partnership basis of assets? Would the basis of the individual assets be increased or 
would the increase amount be allocated to goodwill. An interesting sideline to this case 
is that the sale by the retiring brother at a loss was disallowed as being a sale between 
members of the family. 


Let’s assume, however, that 1. 
Individual A buys a part- 
nership interest rather than 
the assets. 


to 


Aside from such situations, the net loss carryovers of the partnership would be retained. 
p I 


3. It would appear that the basis of the partnership assets would also be retained, which of 
course, might be good or bad depending upon the price paid. 


The third general group of problems in this heading is that of the 
acquisition of the individual assets, assuming that method is to be pursued. 
Here great care must be exercised in order to secure the greatest tax 
benefits for your client. I previously made mention of the recovery of 
investment through tax abatement. The reason for this will be made clear. 
Let us take some individual assets and the buyer’s and seller’s position 
with respect to them. 


Acquisition of Individual Assets 


Assets Buyer's Position Seller’s Position 


Inventories of merchandise. The buyer's position natural- On the other hand, the sell- 





ly is to pay the highest 
price possible for inven- 
tories. This should be 
stipulated in the contract 
ot purchase. The reason 
for this, of course, is that 
any gain or loss on subse- 
quent sale of the merchan- 
dise will be an ordinary 
gain or Therefore, 
even if merchandise is con- 
tained in inventory which 
is doubtful of value, the 
highest price possible 
should be paid in prefer- 
ence, of course, to pay- 
ment for some other asset. 


loss. 


er's position is to sell in- 
ventories for the lowest 
price possible, since the 
gain or loss on this will be 
ordinary gain or loss. 
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Assets Buyer's Position Seller’s Position 
As to accounts receivable. The buyer’s position would I believe the seller’s position 
be to pay the highest price will be to sell these for the 
possible, even if there are highest price possible on 
accounts doubtful of collec- the assumption that gain 
tion. Loss from bad debts or loss would be capital. 
will be ordinary loss. There is some doubt as to 


whether or not accounts 

receivable are capital as- 
sets. They are, of course, not inventoriable and not held for sale in the ordinary course 
of business, but some practitioners have held forth the theory that this would be con- 
sidered an extension of value of inventory. Of course, if they are capital assets, the 
seller would be entering into a transaction of sale or exchange and therefore gain or loss 
would be capital. Caution should be exercised with respect to this asset. Of course, 
the buyer’s loss would always be ordinary because whether or not this is a capital asset, 
there would be no sale or exchange whether the account became worthless or ultimately 
collected. 





As to life insurance policies. The buyer and seller will On the other hand, in the 
probably be in agreement seller’s position, the gain 
and will wish to set the or loss will be capital 
highest price possible on rather than ordinary. This 
this asset. The _ buyer’s is because he is disposing 
position will be that the of the asset by sale or ex- 
gain or loss will be ordi- change. 


nary unless, of course, the 
asset is subsequently sold. 
The reason for this is that 
although a capital asset, in 
the collection of proceeds 
at death, there is no sale 
or exchange to give rise to 
a capital gain or loss. 


As to stocks and bonds. The buyer’s position will be On the other hand, the sell- 
the securing of them at the er’s position will be to 
lowest price possible since secure the highest price 
the gain or loss on their possible since his gain or 
subsequent disposition will loss will be capital gain 
be a capital gain or loss. or loss as well. 

As to supplies and similar The buyer’s and seller’s posi- The seller’s position, on the 
items not used in the man- tion will be, very probably other hand, will also be to 
ufacture of the company’s the same. The buyer's po- secure the highest price 
products. sition will be to pay the possible because these are 

highest price possible since capital assets and since he 
these supplies will be used is disposing of them 
in the ordinary course of through sale or exchange, 
business. Therefore, the gain or loss will be capital. 


loss will be ordinary since 
there is no sale or ex- 
change. 


As to machinery and equip- The buyer's position will very The seller’s position on the 
ment that is short lived de- probably be to pay the other hand will be neutral 
preciable property of that highest price possible be- with respect to these assets. 
nature. cause of the comparatively This is by reason of its 

short period of deprecia- hybrid nature. While this 
tion. Moreover, if it is property is not a capital 
sold or abandoned, the loss asset, it is given special 
will be ordinary since these treatment under Section 
are not capital assets. 117 (j) in that any loss on 


sale will be considered or- 





dinary loss while any gain on sale will ‘be considered a capital gain. It must be remem- 
bered, of course, that under the provisions of 117 (j), the net gain or loss is secured 
by combining the net result of sales and involuntary conversions of real or depreciable 
property used in trade or business and involuntary conversions of all capital assets to 
secure a net gain or loss. 
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Assets Buyer's Position 
With respect to buildings and The buyer's position will 
building improvements and probably be to pay a low 
other long lived depreciable price because of the long 
assets. period of depreciation. 
However, if such property 

is later sold or abandoned, 

it must be remembered that 

the loss will be ordinary. 


he buyer's position would 
be to pay as low a price as 
possible because this prop- 
erty is, of course, not de- 
preciable. As in the case of 
buildings, | however, it 
must be remembered that 
if sold or abandoned, the 
loss will be ordinary and 
gain will be capital. 


As to land. 


The buyer’s position will be 
determined by the age of 
the assets. If they have not 
much longer to run, he will 
be willing to pay a high 
price for them because of 
their rapid amortization 
over their remaining life. 


As to patents and similar 
amortizable intangibles. 


As to good will. The buyer’s position will be 
to pay as low a price as 
possible for this asset since 
his only recovery can be 
upon the eventual sale of 
the business. 


Seller’s Position 

The seller's position in this 
case is neutral as in the 
case of short lived depre- 
ciable assets. This, of 
course, is because any gain 
will be a capital gain under 
the provisions of 117 (j) 
whereas loss will be or- 
dinary loss. 

Here again, the seller’s posi- 
tion will be neutral for the 
same reason that gain will 
be capital and loss will be 
ordinary. 


The seller will probably seek 
to secure as high a price 
as possible as well since his 
gain or loss will be capital. 


On the other hand, the sell- 
er’s position will be to at- 
tempt to secure the highest 
price possible since his gain 
or loss on this will be cap- 
ital. 


Problems of Tax Minimization 2. Frequently, goodwill is confused 





We have already discussed in gen- 
eral, some of the problems of tax mini- 
mization made possible through indi- 
vidual allocation of costs to specific 
assets and tax-free reorganizations. 
There are, however, some other possi- 
bilities of recovery of investment 
through other means. 

1. First, there is the minimization 
of the original risk in setting the pur- 
chase price upon the basis of a percent- 
age of profits over an extended period 
of time. Under such circumstances, if 
there are profits, the seller will be paid. 
The luver will be reducing his risk 
since his original investment will be 
lowered, On the other hand, the seller 
need not report income except as re- 
ceived. Under the present law, capital 
gains may be reported on the install- 
ment sale under these circumstances 
and the capital gain tax paid in the 


1 


when the various sums are re 


with the individual ability of the key 
executives of the company. The suc- 
cessful business which may be sold to a 
prospective purchaser may not be of 
value to him after the executives of the 
former company form a new company 
and enter into competition. Under 
such circumstances, the buyer should 
seek to pay a sum of money in ex- 
change for an agreement on the part 
of the individuals not to compete for a 
period of time. It should be noted that 
these amounts are deductible over the 
period of the noncompete agreement. 

The seller’s position here must be de- 
termined with respect to his own in- 
‘ome, but the amounts received by him 
under such an agreement are ordinary 
income and must be reported by him as 
received, If, however, these payments 
are separated over a sufficient period 
cf time, the tax consequences to the 
seller may not be too serious. 


3. Another alternative permitting 
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Tax Problems in Buying and Selling a Business 


deductions for what otherwise might 
be fixed or semi-permanent invest- 
ments is the lease of various assets from 
the prospective seller. Such rental 
payments, whether they be for build- 
ings, machinery or other assets, are 
deductible in accordance with the treat- 
ment of the lease. The seller's position, 
[ ‘, is that these items are ordi- 
nary income which must be considered 
in the light of his personal tax position. 


of CoOursé< 


4+. Another common situation arises 
in determining whether to purchase 
patents which have long remaining life 
or even a process which may not be 
patented. Royalties could be paid under 
special license arrangements and a de- 
duction of these amounts secured. 
\gain, of course, the seller’s position 
would be that this is ordinary income. 


5. Although the Revenue Act of 
1945 is only a week or two old, it 
presents one fine opportunity for tax 
savings in the purchase of the business. 
\n example of the situation would 
arise in the case of a calendar year 
company with high income in the 
month of December, a not uncommon 
situation in seasonal businesses. (It 
is equally applicable to those companies 
who have fiscal years ending early in 
1946 with high income in the latter 
part of the fiscal year). You are 
aware, of course, that the calendar year 
company will pay excess profits taxes 
at 8514% on all of its income for the 
calendar year 1945. A fiscal year com- 
pany which has a fiscal year, let us say 
February 28, 1946, will take its entire 
income for the year ended that date 
and, roughly speaking, by reason of the 
method of computing the tax, will pay 
8514% on 5/6 of its income and 38% 
on 1/6 of its income. This will be so 
regardless of the fact that an abnor- 
mally large part of its income may be 
realized in the months of December, 
January and February. 

Assume that we are faced with the 
proposal to buy such a business, a com- 
pany on the calendar year basis. It 


earns $100,000.00 in the first eleven 


7 ¢ 
1946 


months of the year and $100,000.00 in 
the month of December. All of this in- 
come ($200,000.00) would be taxed at 
a rate of 85'44% above its excess 
profits credits. If, however, we form 
a new corporation which begins busi- 
ness December 1 and acquires the as- 
sets, then we will have a new fiscal 
year beginning December 1, 1945 and 
ending November 30, 1946. Assuming 
the same income of $200,000.00, the 
tax will be 1/12 at 854%4% and 11/12 
at 38, a saving of about 44% of the 
corporate income for the month of 
December ($100,000.00). 

An even greater advantage will ac- 
crue to corporations buying the busi- 
ness under similar circumstances after 
January 1, 1946. Assume, for ex- 
ample, that a new corporation with a 
fiscal year ending June 30 was earning 
$200,000.00 per year, $50,000.00 in the 
period July 1, 1945 to December 31, 
1945 and $150,000.00 in the period 
January 1 to June 30, 1946. Normal- 
ly for the year ending June.30, 1946, 
6/12 of its income ($100,000.00) 
would be taxed at excess profits tax 
rates and 6/12 of its income ($100,- 
000.00) at the new tax rate of 38%. 
But if we formed a new corporation 
at January 1, 1946 to acquire this busi- 
ness, the income for the period January 
1 to June 30, 1946 ($150,000.00) would 
be taxed only at 38%, saving 4714% 
of $50,000. 

Conclusion 

There are many of you here who are 
no doubt familiar with all of the points 
that I have raised in this paper. Its 
main value, of course, is to attempt to 
get together in cne place a list of the 
things that the tax practitioner must 
watch when consulted with respect to 
the purchase and sale of a business. 
No matter how much we know about 
taxes when confronted with specific 
circumstances, we are all prone to over- 
look problems in common situations 
because of forgetfulness. If this paper 
serves to avoid such an error, it will 
have served a good purpose. 
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F you are ever asked to find a friend- 

less man, you had best start looking 
among the real estate fraternity. Ten- 
ants and mortgagees certainly bear no 
love for the property owner and I think 
I am safe in saying that the tax col- 
lectors have never intentionally extend- 
ed the helping hand of friendship. To 
boot, he is beset by certain inequities 
which have crept into the federal tax 
law, relating to real estate transactions. 

In my paper I shall touch upon these 
inequities, nay, monstrosities of law. 
I come to you as a reporter, not as a 
reformer. I do not propose any solu- 
tions, but perhaps by mere collation we 
can more fully comprehend the impor- 
tance and magnitude of the problems 
created thereby. 

Let us assume the acquisition of a 
parcel of improved real property by a 
hypothetical owner, Joe Doakes, and 
trace the various taxable events which 
might occur during the period of own- 
ership. 

Joe’s first venture into the real estate 
business is the purchase of a loft build- 
ing for $100,000. Will it make any 
difference as to depreciation allowances 
and subsequent capital gain or loss 
whether he buys subject to an existing 
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Real Estate Accounting vs. Tax Accounting 


3y Henry L. FLeiscuMan, C.P.A. 


mortgage of $80,000. or gives back a 
purchase money mortgage for a like 
amount: The method of financing may 
have a very significant effect. 1 refer 
you to the case of Beulah B. Crane v. 
Comm., 3 T.C. 585; N.A. 1945-2— 
11932. In that case Mrs. Crane in- 
herited from her husband an apart- 
ment house and land having a value, 
for federal estate tax purposes, of 
$262,042.50. It was subject to a mort- 
gage lien of $255,000. plus $7,042.50 of 
accrued interest, or total liens equal te 
the basis of the property. This left a 
zero net investment. Mrs. Crane never 
assumed or became liable for any part 
of the mortgage debt nor did she amor- 
tize it. During her years of operation 
she deducted $25,500. of depreciation 


ind then sold the property, subject to 
the mortgage of $255,000. for a net 


sum of $2,500. in cash. The Tax Court 
held that her basis for the property was 
zero at time of acquisition, that since 
she could not depreciate zero, none ot 
the depreciation claimed was allow- 
able, and further that her total gain 
was only $2,500. to be apportioned be- 
tween land and building. 

Now the nub of this case is about 
as follows: Assuming no bar by the 
statute of limitations, where the prop- 
erty is held merely subject to mort- 
gage, the lien equaling the cost or basis, 
no depreciation is allowable and the 
total capital gain is limited to the net 
cash consideration received. Where, 
however, the taxpayer has assumed the 
mortgage debt, he is allowed deprecia- 
tion on the entire value of the improve- 
ment, but his subsequent gain or loss 
is measured by the excess of contract 
sale price (less selling expense) over 
the adjusted basis of his land and im- 
provements. The tax effects may be 
startlingly different. 

We may well ponder what the Tax 
Court would have held had Mrs. Crane 
either reduced the mortgage by amorti- 
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zation, or in the alternative, refinanced 
and became personally liable on a mort- 
gage bond.“ 

At the closing of Joe’s title the ques- 
tion of apportionment of real estate 
— will normally be presented. In 

New York City, at least, this consti- 
tutes one of the usual closing adjust- 
ments. Economically, real estate taxes 
actually constitute the cost of certain 
services and protection and they should 
be pro-rated on an accrual basis over 
the benefit period. Good accounting 
practice requires this apportionment. 
In Magruder v. Supplee, 316 U. S. 
394, however, the Supreme Court held: 

“The view of the court below that 
the parties’ contractual arrangement 
for apportionment of the tax burden 
was controlling is untenable. Parties 
cannot change the incidence of local 
taxes by their agreement. And it is 
misleading to speak of real estate 
taxes as ‘applicable’ to the fractional 
part of a tax period following pur- 
chase. Such taxes are simply one 
form of raising revenue for the sup- 
port of government. They are not 
like rent, nor are they paid for the 
privilege of occupying property for 
any given period of time. 


A chaotic condition exists as the re- 
sult of this narrow interpretation, so 
that the incidence of an entire year’s 
tax will depend upon ownership at a 

articular day. In New York City, for 
eae at least until Nov. 6, 1945, 
real estate taxes were held, under I.T. 
3527, 1942-1. C.B. 53, to accrue “when 
* * * the real property assessment rolls 
are delivered with warrants attached 
authorizing collection of taxes’. Under 
the Charter this delivery must be had 
before June 30th. If the closing of 
title took place toward the end of 
June, there was no assurance whether 


seller or buyer could deduct a full year’s 
taxes. 

On November 7, 1945, the rule was 
changed by the Second Circuit Court 
of Appeals in Comiitssioner v. Robert 
LeRoy, 152 Fed. (2d) 936, and Com- 
missioner V. Lawrence Operating Com- 
pany, 45-2 U.S.T.C., Par. 9442. In 
the LeRoy case the taxpayer, a resi- 
dent of Nassau County purchased real 
estate from another resident of Nassau 
County, title closing on September 30, 
1940. The first half 1940-41 real estate 
taxes became a lien on October 1, 1940, 
and the purchaser paid these taxes. 
The Circuit Court there held that the 
taxpayer, by payment, discharged a 
lien which had become effective upon 
his own property after he took title to 
it and therefore they were his taxes and 
he properly deducted the expenditure. 
The decision appears to be authority 
for the proposition that New York City 
real estate taxes become liens semi- 
annually, on April Ist and October Ist 
in each year. However, both the main 
opinion and the concurring opinion of 
Judge Frank raise a new and unsettled 
point, namely, would the decision have 
been different if the vendor had been 
a resident of the very taxing district 
in which the real property was located. 
In such case, the vendor might have 
been personally liable for the real estate 
tax as a debt and the lien date not con- 
trolling. 


Under both old and new rules, if 
apportionment does take place, our 
straw man, Joe Doakes, will either: 


(1) deduct either a year’s or half 
year’s taxes and reduce the basis of his 
land and building for the amount of 
allowance, or 


(2) he will not be permitted any 
deduction for taxes and be compelled 


Our perplexity at the conclusions reached was shared by the Second Circuit Court of 
Appe als , which by a divided court on December 28, 1945 (aiter the above paper was pre- 
pared), reversed the Tax Court, holding substantially that the tax effects of selling property 


obligation. The opinion contains 





subject to mortgage were identical with a sale where the fee owner was liable on the 
princi interesting suggestions as to how undesired 
may be disposed of without incurring tax liability (Commitssioner v. Crane, 46-1 
Par. 9123). Certiorari was granted by the Supreme Court April 29, 1946. 
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The New York 


basis of his property 


hus, by a quaint bit of judicial legis- 
lation, the contract between buyer and 
seller is altered. 

\s every good real estate man knows, 
thing to do after acquiring title 
to real estate is to cover it with insur- 
Many of the property 
their operations on a 
they are not equipped 
to accrue income and expense items and 
they believe that there will not result 
an undue distortion of net income by 
The insurance 


the firs 
ance. smaller 
owners conduct 


cash basis since 


he use of the cash basis. 
broker quite properly points out to Joe 
the saving in carrying fire insurance 
policies for a three vear term. When 
Mr. Doakes pays the premium he is, 
however, precluded, even on a 

from deducting the entire amount 
vear. Under G.C.M. 23587 
(1943 4 C.B. 11353) he 
» apportion the premiums paid on 
policies of insurance extending for 
than one year. This, of 
Is contrary to the concept of 
ceipts and disbursements accounting. 
The argument advanced is that insur- 
nature of an asset. Yet 
painting, the benefit 
of which may extend over a period of 
is treated normally as a deduction 
in the year the work is paid for. 

Our Joe Di 
his cash to acquire 
his property with 
his thoughts toward 
from his investment. 

] 


real estate 


cash 
basis, 
in one 
is required 
more Course, 
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cash re- 


ance 1s in the 

d 
cash basis, 
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Vears 


having paid out 
title and to cover 
insurance soon turns 
deriving revenue 
Talking to his 
they 
deal to rent the 
the building to a 
\rrange- 
nant re- 
prem- 
ises. Now one of the lessons a real 
1 life is never 
own money wl hen you can 
the other Following this 
persuaded to de- 

landlord a security 


] » 
AKCS, 


one friend, the broker, 
work out a 
space in 
term lease. 
ments are concluded, but the te 
; 


] + + 


juires certain alterations to the 


ogether 


estate owner learns early 1 
use vour 
fellow’s. 
precept. the tenant 1s 

ith his new 
ican ae a 


> ] 
osit to be applied toward the last 


year’s rent. With these proceeds, to- 


Certified Public 


Accountant 
gether with the first month’s rent, duly 
paid in advance, Joe blithely proceeds 
with his alterations. Thoroughly 
stripped of ready cash after paying the 
broker's commission, Doakes happily 
forgets all about the security deposit 
until the Treasury agent comes around 
to remind him of Commissioner vy. 
Lyon, 97 Fed. (2d) 70 (CCA-9), and 
of Hirsch Improvement Co. v. Coni- 
missioner, 143 Fed. (2d) 912 (CCA- 
2). These cases hold that where a tax- 
payer, either on the cash or accrual 
basis, receives a security deposit or ad- 
without restriction as to 


vance rental 

dispcsition, that is not constituting a 
trust fund, the mere .receipt thereof 
constitutes taxable income in the year 


f such receipt. To add to the woes of 
good old Joe, the agent further reminds 
him that the broker’s commission, 
which, on the cash basis, was deducted 
in full, must be spread out over the 
term of the lease. For authority he 
cites Central Bank Block Ass'n. v. Com- 
musstoner, 57 Fed. (2d) 5 (CCA-5) and 
Griffiths v. Commissioner, 70 Fed. (2d) 
946 (CCA-7). The agent’s visit com- 
pleted, Joe has nothing to worry about 
beyond raising the cash for his de- 
ficiency tax and how to pay the next 
instalment on his mortgage 


\fter the tenant has been in posses- 
ion for a few vears and has made sub- 
antial Improvements at its own ex- 
hard times come knocking at t! 
door and Joe must call in his lawyer 
to commence, in the Municipal Court 
(that beloved court of the landlord and 
his tenant) what is known in the pro- 
fession as summary proceedings to re- 
cover possession, or less euphemisti 
cally, heieas time, a care- 
ful reading of Helve v. Brunn, 309 
WS: 461, is made sat together 
with the ensuing remedial 
b)( 11) of the 


satishied that mn 


pense, c 


a disposse as. 


legislation, 
Code, and 
income is real- 


how Sec 2? (| 
Toe is 
ized upon obtaining possession of the 
eigtasimanns made gt his tenant. But 


he cannot be too sure of the corre 
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‘The following items shall not be 
included in gross income: 

(11) Improvements By Lessee on 
Property—Income, other 
than rent, derived by a lessor of real 
property upon the termination of a 
lease, representing the value of such 
property attributable to buildings 
erected or other improvements made 
by the lessee.” (emphasis added ) 


| LCssl r’s 


Tucked away in Reg. 111, See. 
29.22(b)(11)-1, there is this little ex- 
ception : 

“However, where the facts disclose 
iat such buildings or improvements 
represent in whole or in part a liqui- 


+} 


dation in kind of lease rentals, the 
exclusion from gross income shall 
not apply to the extent that sucl 


buildings or improvements represent 
h liquidation.” 


sucn 


In simple English this means that the 
more forebearing the landlord has been 
to the tenant, the more he has to report 
on taxable income. 

His experience as a property owner 
thus far has not been a happy one, but 
Joe is finally cheered up by the news 
that the City is about to condemn his 
property for a new bridge approach. 
Thoughtfully thumbing through the 
Code, he finds that under Section 
112(f) the transaction may constitute 
a tax free involuntary conversion if he 
property of like kind. <A 
the condemnation is con- 
summated, he stumbles across a likely 
parcel and takes title to it, being careful 
to pay down an amount in excess of the 
award he is to receive. This time he is 
surely safe and clearly within the stat- 
ute. But, alas, he has reckoned without 
Winter Realty ¢> Construction Co. v. 
Comuussioner, 149 Fed. (2d) 567, and 


acquires 


sianantin. Tickeec 
month petore 


Twinboro Corporation v. Commission- 
er, 149 Fed (2d) 574, two cases de- 
cided May 25, 1945, by our Federal 
Second Circuit Court of Appeals. The 
rationale of these decisions is that the 
tax free effect of Sec. 112(f) is only 
available where the proceeds of the 
award are first received and then rein- 
vested, but that any anticipatory invest- 
ment will bar the non-recognition of 
gain. This matter unfortunately is not 
going to the U. S. Supreme Court, 
certiorari having been denied 66 S. Ct. 
92( 1925). 

Having tasted of the dregs, Joe 
Doakes decides that he has enough of 
the real estate business. He calls in the 
real estate broker, who is astute enough 
to find a customer ready, willing and 
able to pay enough for the property to 
yield Joe a profit. At last the final tax 
return reflecting real estate transactions 
is ready for preparation. Having held 
the second parcel for over six mgnths, 
Section 117(j) seems applicable. 

Casting his eves over the statute he 
finds that its application is limited to 
sales or exchanges of certain property 
“used in trade or business.” If he had 
only taken title to the property in the 
name of a corporation, all would have 
been If he were active in the 
real estate business, having a dozen 
or so properties under his control, there 
was authority under Fackler v. Com- 
nissioner, 133 Fed. (2d) 509 and in 
I.T. 3711 (1945-3-11950) that his case 
was covered by Sec. 117(j). But with 
only one property, there just was no 
answer. Poor Joe Doakes, search as he 
might, could find no answer as to 
whether his sale was subject to Sec. 
117(j) or not. 

And so we leave poor Joe at the 
stroke of midnight on March 15th, im- 
paled upon the horns of his dilemma. 
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Business Changes for Tax Economy 

The size of a company’s future profits 
and its ability to compete successfully 
hinge directly on how much of its earn- 
ings are taken as taxes. The Research 
Institute of America asserts in this re- 
port (Special Analysis #46), which 
was prepared under the direction of 
Leo M. Cherne. 

Recommending a periodic review of 
the form of doing business, the Insti- 
tute comments that what was wise in 
1940 may no longer be advisable, and 
that what is best now may turn out to 
be the most expensive form in future 
years. The only sound approach to a 
solution of the problem of what form 
of business organization to employ is to 
make an actual comparison of your tax 
bill under various possible forms of 
operation. Among the factors sug- 
gested for consideration before making 
a change in the form of operation are 
the possibility of losing deductions, the 
danger that life insurance proceeds may 
become taxable, the effect on merit 
rating and the danger that carry-over 
and carry-back benetits may be lost. 

While a corporation may be more 
advantageous taxwise than a partner- 
ship, the report points out that not all 
of a taxpayer’s transactions need be 
carried out under one form of business 
organization. The report emphasizes 
that the selection of the ay under 
which nigh pene is merely the first of 
a series of decisions and that advance 
planning at the start will help assure 


the success of the undertaking. 


Are Taxes for Revenue Obsolete? 

This provocative question is the sub- 
ject of an interesting essay on the 
subject by Dr. Harley [> butz, -Pro- 


Public Finance at Princeton 


fess r of 


> 
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AXE, C.P.A. 
University, appearing in the April 
1946, issue of The Tax Review. 

The doctrine of taxation for revenue 
says Prof. Lutz, implies a balance be- 
tween the expenditures for public ser- 
vices and the tax revenues raised 1 
payment therefor. The administrative 
techniques and procedures basic there- 
to are aimed at arriving at some reason- 
able and equitable standards in the 
distribution of the tax burden among 
those taxed. 

On the other hand, Dr. Lutz asserts 
that the doctrine of taxation for non- 
fiscal purposes places greater emphasis 
upon the accomplishment of some broad 
objective other than the direct perform- 
ance of public services. Hence, the 
revenue resulting from the tax levy is 
not primarily important, and there is no 
real need to follow the administrative 
practices generally linked with the ex- 
ercise of the taxing power. 

Three distinct subdivisions of those 
advocating the latter viewpoint are 
recognized by Dr. Lutz: (1) The peo- 
ple who contend that taxation should 
be utilized to force economic effort into 
those avenues deemed by them to be 
best for the state; (2) those who 
would use the power of taxation to 
effect a redistribution of wealth; and 
(3) the persons who seek to accom- 
plish a particular kind of economic 
stability through manipulation of the 
currency and the public debt. 

Professor Lutz considers all of these 
viewpoints in his paper and concludes 
that taxation for revenue is not obso- 
lete. What he regards as outmoded is 
“the sacrifice of popular control ovet 

pending, taxing, and the use of gov- 


ernmental powers rather than work. 
sweat, and thrift to achieve social 


Since it represents the con- 
conclusion of an outstanding 


goals” 


sidered 
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Professional Comment 


economist, Dr. Lutz’ article is well 
worth reading in its entirety. 


1946 Legislative Changes in the Law 
of Fiduciary Accounting 


Testamentary Trustees’ Receiving 

Commissions: 

By Chapter 128 of the Laws of 1946, 
Section 285-a of the Surrogate’s Court 
Act was amended (effective March 
14, 1946) so as to extend to March 
31, 1947, the time within’ which 
trustees of testamentary trusts estab- 
lished before September 1, 1943, may 
be awarded receiving commissions 
under the law as it existed prior to 
September 1, 1943. However, the 
decree awarding such commissions 
must be made not later than March 
31, 1947. 

The retention of annual principal 
commissions under the new law is 
limited in the same manner as if such 
receiving commissions so computed 
under the old law had actually been 
allowed and paid prior to September 
1, 1943. 


Apportionment of Dividends Be- 
tween Life Tenant and Remainder- 
man Where a Record Date is 
Specified : 

The New York Court of Appeals re- 
cently affirmed, without opinion (295 
N.Y. 609), the decision of Mr. Surro- 
gate Fi ley (not officially reported ) in 
Matter of Goldman, thus establishing 
the rule in this state that corporate 
dividends are apportionable between 
principal and income, for trust pur- 
poses, as of the date of record instead 
of the date of declaration. 

In order to clarify some possible 
ambiguities in the affirmance (since no 
opinion was written either in the Appel- 
late Division or the Court of Appeals) 
the Legislature enacted Chapter 239 
of the Laws of 1946, adding a new 
Section 17-e to the Personal Property 
Law. Among other things, this new 
section specifically applies the Goldman 
rule to dividends received upon shares 


of stock in any corporation wherever 
organized. 

The text of the new section follows: 

§1. Sec. 17-e. Date of accrual of dividends. 

1. Where shares of stock in a corporation of 
this or any other state or country constitute 
part of an estate, trust, or other fund, and 
the allocation of any dividend thereon to 
principal or income, or between successive 
interests depends on the date of accrual 
thereof, unless the will or other instrument 
under which such stock is held shall other- 
wise provide, the date of accrual of any 
dividend on such stock shall be the date 
specified by the corporation declaring such 
dividend as that on which the stockholders of 
record entitled to such dividend are to be 
determined (hereinafter referred to as the 
date of record), or if there be no such date 
specified by the corporation, the date of 
declaration of the dividend. For the purposes 
of this section, the “date of accrual” of a 
dividend shall mean that date on and after 
which the dividend shall be treated in the 
same manner as ii it had been declared and 
paid or distributed on such date. 
2. The rule of administration provided in 
subdivision one hereof shall apply to estates, 
trusts and other funds, whether established 
by will or other instrument effective before 
or after the time when this section shall take 
effect and to dividends received by such estate 
or trust or other fund either before or after 
such time except as follows: 

(a) It shall not affect the allocation of any 
dividend which has been approved or directed 
by any judgment or decree or by agreement 
or release of the interested parties. 

(b) If any such dividend shall have been 
distributed and paid over in good faith by 
the executor and trustee receiving the same 
prior to the effective date of this act, on the 
basis that such dividend accrued on the date 
of declaration thereof, instead of the date of 
record, it shall be deemed to have accrued 
on the date of declaration. 

§2. Section seventeen-e of the personal 
property law as added by this act is for the 
purpose of declaring and making certain the 
rule of administration of estates and trusts 
heretofore announced by the courts of this 
state. If the application of any provision of 
such section seventeen-e to any dividend, 
estate or trust is held invalid, the remainder 
of such section seventeen-e and the applica- 
tion of such provision to any other dividend, 
estate or trust shall not be affected thereby. 

$3. This act shall take effect immediately. 


The Concept of Net Income 
for the Year 
Persons interested in the fields of 
accounting terminology and accounting 
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principles will welcome the latest con- 
tribution to the subject matter thereof 
in the form of an article by George O. 
May and Henry T. Chamberlain en- 
titled, “Net Income for the Year” 
appearing in the May, 1946, issue of 
The Journal of Accountancy. This 
attempts a statement of the 
various problems encountered in_ the 
use of the term “net income for the 
year” in connection with such diverse 
situations as the computation of capi- 
tal values of equity securities, fluctua- 
tions in the value of the monetary unit, 
the treatment of extraordinary transac- 
tions such as capital gains and losses, 
inventory methods in a rising price 
structure, etc. Mention is also made of 
possible other connotations of the term 
in connection with management-com- 
pensation contracts, income-bond  in- 
dentures, noncumulative — preferred 
stock provisions, and so forth. 


The Lawyer and the Accountant 

\ problem currently receiving care- 
ful study at the hands of a joint con- 
ference committee representing both 
professions is the matter of exploring 
and delineating the areas of practice in 
profession, with particular em- 
phasis upon those which appear to or 
actually do overlap. 

William R. Donaldson, our esteemed 
president, was invited to present 
his views on the subject for the benefit 
of the members of the legal profession 
and the resulting article, “The Inter- 
relationship of the Lawver and_ the 
Certified Public Accountant’, appeared 
in the April, 1946, issue of the New 
York State Bar Association Bulletin. 
It is a thoughtful presentation of many 
typical situations arising in the penum- 
bra of overlapping professional prac- 
tice wherein an active interrelationship 
of activity between lawyer and account- 
ant ought to exist. 


each 


Municipal Payroll Accounting 
‘rested in 
auditing 


For those inte 
accounting and 


the payroll 
problems of 


York Certified Public 


Accountant 


governmental units of varying size, at- 
tention is directed to the May, 1946, 
Municipal Finance, the official 
magazine of the Municipal Finance 
Qfficers Association of the Unite l 
States and Canada. 


issue of 


The payroll practices and procedures 
in a small city (Harrisonburg, Va.— 
about 225 emplovees), in a large city 
(Los Angeles, Cal..—about 18,000 en 
ployees), and in the fourth bees 
county in the country (Wayne Coun- 
ty, Mich.—about 5,200 employees )— 
are all presented and discussed in this 
issue. 

In addition, a program for the audit 
of municipal payrolls is offered for 
consideration. It is designed to assure 
the proper authorization and actual 
performance of all services or work re- 
ported, as well as the proper en fagge 
therefor and the correct distribution 0 
the resulting charges in the accounts. 


Reports on Manpower Utilization 


Top management is always interest- 
ed in the degree of effectiveness with 
which the intermediate plant super- 
visory staff administers and uses the 
company’s working force. The c 
accountant has it peculiarly within hi 
province to supply data on the work- 


+] 


ers’ efficiency of accomplishment with 
the end in view of securing the best 
results possible under the circumstances 
from the efforts expended. 

In the April 15, 1946, issue of the 
N.A.C.A. Bulletin Mr. Clair D. Weller 
Assistant to the Chief Cost Accountant 
of a large manufacturing industry 
briefly presents his experiences in this 
connection and explores some of the 
hasic considerations of manpower utilt- 
zation as well as the methods of meas- 
uring the efficiency thereof. He dis- 
cusses, in some detail, the two reports 
which his company has devised and 
uses to summarize, and thus bring into 
focus, existing conditions for the bene- 
fit both of the workmen as well as the 
plant supervisory staff. 
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Professional Comment 


Complete Topical Index to N.A.C.A. 
Publications 


(April, 1920, to April 15, 1946) 


The National Association of Cost 
Accountants is to be congratulated for 
having had this excellent topical index 
to its publications prepared and pub- 
lished. The Index lists all technical 
material appearing in Section I of the 
association’s Bulletins, its Year 
and its special publications to April 15, 
1946. It does not list the shorter 
articles which apeared sporadically in 
Section II. The reports on research 
studies more recently published in See- 
tion IIT or III of the Bulletin are, how- 
ever, included. 

This Index is an exceedingly useful 
key to the storehouse of knowledge in 
the field of industrial accounting pub- 
lished by the N.A.C.A. during the past 
27 vears. 


Be Ti ks 


The Natural Business Year 


Now that the war is over and busi- 
ness has the opportunity once again to 
resume the routines of peacetime pro- 
duction, accountants ought to give 
thought to the desirability and feasi- 
bility. of establishing the natural 
business vear as the fiscal year for their 
clients in appropriate cases. 

Since the natural business year is the 
period of twelve consecutive months 
ending with the lowest point in the an- 
nual cycle of activities, the client's 
current position will then have reached 
its most liquid point. Financial state- 
ments prepared at this time will un- 
doubtedly portray more accurately the 
client's financial position and the re- 
sults of operations, since inventories 
and receivables are then at their lowest 
ebb. The task of taking inventory and 
the problems involved in its valuation 
are thereby minimized. 

New managerial policies are general- 
ly planned, evolved and introduced at 
the beginning of each new operational 
If the financial statements are 
to have any value to management in its 
thinking in this direction they must be 


cvcle. 


based on a comparable period of time ; 
otherwise, they lose much of their use- 
fulness. 

Then, too, clients desiring to estab- 
lish or renew lines of credit at their 
banks will usually find that the credit 
granting officer prefers financial state- 
ments prepared at the end of the natural 
business year supplemented, of course, 
by data reflecting maximum inventory 
and hability dates and amounts. 

The adoption of the natural business 
vear by his clients will also help the 
accountant in the conduct of his pro- 
fessional practice, since it will spread 
his load more evenly over the entire 
calendar vear and thus serve to round 
out peaks and troughs of activity. Now 
is the time to plan for this change. 


Navigating Your Business 
J. K. Lasser has written a short arti- 
cle under the foregoing title in the 
March, 1946, issue of Industrial Mar- 
keting. It discusses the evolution of 
the accountant-economist as an aid to 
business management and indicates the 
role that he is equipped to play as a 
result of his background and exper- 
ience. 

Appended to the article is one of 
Mr. Lasser’s familiar check lists indi- 
cating 17 things that an accountant- 
economist can and ought to do for 
management. 


Taxability of Installments Elected 
in Settlement of the Proceeds of 
Life Insurance Policies 

In Comitssioner v. Pierce, 146 Fed. 
(2d) 388, the United States Circuit 
Court of Appeals for the Second Cir- 
cuit affirmed the decision of The Tax 
Court (2 T.C. 832) to the effect that 
the election of the beneficiary to receive 
the proceeds of a life insurance policy 
in installments for a term of vears and 
as long thereafter as she should live, 
did not make such installment pay- 
ments taxable to the recipient. The 
Commissioner did not, however, 
acquiesce in the decision in that case. 

The importance of this Circuit Court 
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ruling cannot be overemphasized, for it 
permits the decision as to whether or 
not to elect an optional mode of settle- 
ment to be made by the beneficiary in 
the light of family and economic fac- 
tors existing at the time that the policy 
matures, without inflicting a tax pen- 
alty. Ofttimes such an election is made 
by the insured, in his lifetime, at a time 
when the circumstances are quite diff- 
erent from those obtaining at his death. 
The failure of insured persons to re- 
view such decisions periodically there- 
after, and to make the necessary estate 
planning changes based thereon is 
notorious. Such an election by the 
insured is, of course, irrevocable after 
his death. 

When the identical question came 
before it again (Lola G. Bullard v. 
Commissioner, 5 T.C., No. 165, De- 
cember 29, 1945) the Tax Court reiter- 
ated the rule established in the Pierce 
case and again held that the proceeds of 
life insurance policies paid to the bene- 
ficiary in installments under an op- 
tional mode of settlement selected by 
the beneficiary are not taxable to the 
recipient. 

As we go to press, we learned that 
the Commissioner has acquiesced in the 
Pierce decision by amending the Regu- 
lations in T.D. 5515. Members inter- 
ested in estate planning, either person- 
ally or otherwise, would do well to 
follow up the principle established in 
the Pierce case. 


Western Hemisphere Trade 
The Corporation Trust Company 
has recently distributed a timely reprint 
of an article entitled, “The Federal 
Tax Inducements to Western Hemis- 


phere Trade”, by Louis A. Tepper 
and Joseph Lotterman, which appeared 
originally in the November, 1945, issue 
of the Cornell Law Quarterly. This 
scholarly and instructive article should 
receive careful attention from all ac- 
countants who represent firms doing 
business in countries in the Western 
Hemisphere. 


The Clarkson Letter 

Note is made of the appearance 
of the first issue of ‘The Clarkson 
Letter”, prepared under the super- 
vision of the Department of Business 
Administration of the Clarkson College 
of Technology, Potsdam, N. Y. 

The discussion and articles present- 
ed therein are intended for members of 
the “middle management” group, in- 
cluding supervisors, foremen, and 
junior executives. The sponsors expect 
that the Letter will provide a broader 
knowledge and a better understanding 
of the concepts underlying business, 
economics and governmental problems, 
and thus stimulate thinking on the sub- 
ject. 

Requests for further information 
should be addressed to the Editor of 
the Clarkson Letter, at the address 
given above. 

Boners By Accounting Students 

The tedium of reading final examina- 
tion papers is ofttimes broken by the 
appearance thereon of such delightful 
tid-bits as these: 

“The management provided a re- 

serve for adolescence e 

“The disillusion of the partnership 

began on 

“The directors declared an_ ultra- 

virus dividend...” 
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Accounting Questions and Answers 











The following inquiries were re- or for the determination of proper sell- 
cently received at the office of the So- ing prices. 
ciety from two of our members. They The total of the strike costs could, if 
were referred to the appropriate tech- substantial in amount, be shown as a 
nical committees of the Society and _ separate item in the Income Account 





nce answers thereto were furnished direct or could be included with other operat- 

son to our correspondents. However, since ing costs. 

er the questions and responses appeared It was suggested that the NACA 

ess to be of sufficient general interest, they bulletin of May 1, 1942, section 3, en- 

ege are reproduced herewith for the general titled ‘‘Tentative Statement on Ac- 
information of our members. They counting for Excess Labor Costs,” 

nt- represent the considered opinions of while dealing with a different type of 

) Ol those responding but in no event are cost, explains the principles involved 

in- they to be considered as official promul- jn the treatment of strike costs. 

ind gations by the Society. I trust that the above will help you 


ect solve your problem but, if you desire 


der I any further comment, I will be glad to 

ing Question: I am interested in the see if I could obtain any further infor- 

e problem confronting cost accountants mation. 

ie in the methods of handling the various ” ee 

1b- costs incurred as a result of strikes. I CrawForp C. Hatsey, Chairman 
have not been able to find very much Committee on Cost Accounting and 

per information on the subject and would Inventory Methods 

se appreciate your guidance in recom- IT 

os mending any sources of material on the Question: Would it be at all possible 
topic. to find out if the Society recommends 

5 Answer: Your inquiry as to methods any standard procedure in each of the 


two following situations ? 

The first situation concerns the man- 
ner in which to show a cash overdraft 
on a balance sheet. Let us assume a 
balance per bank of $5,000 and out- 


f handling costs incurred as a result 
of strikes, addressed to The New York 
State Society of Certified Public Ac- 
countants, has been referred to me as 
Chairman of the Committee on Cost 





re- . . ° ~ 
Accounting and Inventory Methods. I standing checks totaling $20,000. 

. have presented your problem to mem- Should the resultant overdraft be 

Ip ~ : 3 ae : bi ° “ae 

"a bers of the Committee and, without ex- shown as a current liability and labeled 


ception, the opinions given were that “Cash Overdraft” or, as I have found 


“3 such items should ordinarily be ex- to be fairly common in actual practice, 
cluded from manufacturing costs. should the $20,000 be added back to 

Such expenses would seem to per- cash and be shown as a current liability 

tain to the transactions of a period and labeled “Vouchers Issued and Out- 

should not be in any way attached to the standing”? Would your answer be the 

product. Any inclusion of such strike same (a) if we had reason to believe 

costs would only serve to distort unit the checks, while written and signed, 

‘osts and to increase inventories by had not been mailed or (b) if the 
unwarranted amounts. Furthermore, checks had definitely been mailed? 

such costs could not be used as a basis What would the proper procedure be if 

for estimates for future costs or budgets there were several bank accounts some 
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£ ws-ligely he 1. nl- . 
Ol Wilicin had book balances 


in red? 


in black and 

The results from 
the furnish 
his landlord with a certified statement 


second situation 


requirement that a chent 


f sales for a stipulated period, on 
which figure the client’s rent lability 
for the same period is to be based. | 
have seen one form of. certification 
which was worded, as follows: 

“We hereby certify that the sales 


of the X.Y.Z. Corporation for the 


month of March, 1946, were $123,- 


What is the accountant’s liability 
upon the f such a certifica- 
tion? Does the wording imply _ that 
j audit had taken 
place? If, as so often happens, the ac- 
countant has merely examined but not 
audited the books of the X.Y.Z. Cor- 
oration, shouldn't he qualify his cer- 
ification as follows: 

i Oe ae 
the month of 
$50.78." 


Issuance Ol 


some sort of sales 


1 
I 
+ 


m, Sales for 
1946, $123,- 


orporati 
March, 
“We hereby certify that we have 
examined the books and records for 
the month of March, 1946, and the 
above figure was found to be cor- 


rect.” 


I wish to repeat that the purpose of 
to find out whether or 


recommends any pro- 


my inquiry 1s 
not the Society 
cedure in each of these two situations. 
I should add that I am fairly well 
fanuliar with what some of the stand- 
ard auditing texts have to say on these 
matters and I would sincerely appre- 
ciate your informing me as to whether 
1 


the Society has taken or can take any 
stand 
Answer: Your inquiry addressed to 
the New York State Society of Certi- 
Public Accountants has 
ferred to me as Chairman of the Com- 
mittee on Accounting Procedure for 


ation and reply. 


ned peen re- 


] ° 
considet1 


You state in your letter that vou are 
Ni 


well familiar with the discussion exist- 
ing in some of the standard auditing 
3206 


( evil, 


fied Pul lic 4 {[ccountant 


on the points in question 
primary purpose of your 
to find out whether or not the 
has or can express itself on the 


textbooks 


and that tl 


the 


INGUITY 15 





Society 
matters. 
It is my understanding that the prac- 


1 ] 


1¢ Society on questions of the 


tice of tl 
character with which we are presently 
concerned has been to refer such ques- 
as was done in the present in- 
to the appropriate technical or 
other committee of the Society for con- 
sideration, Occasionally where the mat- 
ters are deemed to be of general in- 
terest, the inquiry and the response are 
published in the New York Certified 
Public Accountant. Whether or not 
this latter step will be undertaken 1 
he instant case is a matter which wil 
doubtless be considered by the proper 


tions, 


stance, 


t11e 


representative of the Society. 

in the following paragraphs I present 
my opinion on the various questions 
set forth in vour letter. I have not 
circularized the other members of our 
committee and you will therefore un- 
derstand that tl 
my own. If, after considering my 
sponse, you feel that from your point 
of view you would prefer to have the 
matter considered by one or more other 
members of the committee, this can be 
arranged. 

In my opinion the overdraft of $15,- 
000 should ordinarily be regarded as a 
current liability. The caption ‘Cash 
Overdraft.” wl gy 
, 


le views expressed are 


re 


hich you suggest, would 
he appropriate although any similar 
description which would accurately ex- 
plain the liability would, of course, be 
equally acceptable. Except as later 
stated, I would not regard it as proper 
to restore the outstanding checks, ag- 
eregating $20,000, to cash. Although 
the auditor is rarely in the position 
where he can have absolute assurance 
that the “outstanding” whl 
written and signed had not been mailed, 
in my opinion, if he were able to estab- 


] 


lish this fact beyond question, it would 


] »|- > 
cnec ks ‘ 


be proper to consider that the liability 
for which the checks were drawn in 
liquidation had not been paid and _ to 
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consider the checks as still being part 
f the cash balance. In the event that 
overdraft exists in one bank ac- 
count which is exceeded by unrestricted 
cash deposits in other bank accounts, | 
believe it would be proper to deduct the 
from the unrestricted 
ind to reflect the net amount as cash 
the balance sheet. 


overdraft cash 


With regard to the second question 
which you raise, | that the 
wording of the certificate quoted in 
your letter does imply not only that 
some sort of sales audit has taken place 
but that the auditor has made a de- 


believe 
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tailed audit of sales for the period. If 
his examination is something less than 
a detailed audit and has been based on 
tests (as opposed to a complete ex- 
amination). I believe that he should 
include in his certificate a brief descrip- 
tion of the scope of the work done, in- 
cluding the fact that his examination 
was based on tests and should limit his 
report to a statement that his tests dis- 
closed no inaccuracies in the 
which, as recorded on the 
amounted to $x. 


sales 


be » ks, 


A. R. JENNINGS, Chairman 


Committee on Accounting Procedure 
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CORRESPONDENCE 








To the Editor of The New York 
Certified Public Accountant: 


I appreciate the opportunity to pre- 
sent my views on some of the matters 
in connection with the administration 
of accountants’ practice discussed at the 
recent meeting of the New York State 
Society of Certified Public Accountants. 

It is not my purpose to enter into any 
arguments with the members of the 
committee but to initiate and stimulate 
a discussion of some of the problems 
touched on at the meeting. It is only 
by such a discussion that a program can 
be evolved which will eventually prove 
of inestimable value to the greatest 
majority of our members. I believe that 
to be one of the chief aims of our 
society. 

The subjects discussed at the meeting 
were partnership agreements for ac- 
counting firms, goodwill in account- 
ants’ practice, and supervision and re- 
view of accounting engagements. | 
shall confine my discussion to the first 
two topics. 

I was extremely anxious to attend 
this particular meeting, as I had long 
felt that an open forum at which some 
of the questions relating to the manage- 
ment of our own affairs would be care- 
fully and thoroughly debated, would be 
extremely helpful. I must confess that 
I went away from the meeting feeling 
disappointed and let down. A number 
of men whom I had met at the meeting 
(to my right, té& my left, front and 
back) seemed to share my views. 

The committee presented some ex- 
cellent papers. However, when the 
question and answer period came along 
it seemed to me that the individual 
committee members and its chairman 
hedged, hemmed and hawed, and 
wound up by refusing to take a position 
on almost every question presented 
from the floor. I was rather provoked 
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at this attitude and took the floor to 
voice my protest. I felt then, and feel 
now, that we should get away from 
“issuing qualifying statements” on al- 
most every matter presented to us. We 
are grown up. This vear is the fiftieth 
year of our existence as a profession. 
As fifty-vear olds we ought to take a 
position on any matter affecting our 
profession without equivocation. We 
have had too much trouble in the past 
and have been subject to criticism by 
the courts and by governmental agen- 
cies for our “qualifying statements”. 

I understand that the committee is 
circularizing the members for copies ot 
their partnership agreements. I ques- 
tioned the chairman at the conclusion of 
the meeting as to whether this survey 
would ultimately result in a suggested 
composite form of partnership agree- 
ment for accounting firms, and he told 
me that that was not the intention of 
the survey, but that all that the com- 
mittee would report would be the num- 
ber of replies received, how many said 
this, how many said that, etc. This is 
not an accountant’s report on accounts 
receivable verification, which contains a 
lot of meaningless figures as to the num- 
ber of verifications mailed, the number 
received confirming the balances, the 
number received indicating differences, 
etc. If that is all the committee in- 
tended, it should have saved its effort, 
because the results of this survey can 
mean absolutely nothing to the members 
unless it brings out suggested forms of 
partnership agreements or suggested 
clauses which every partnership agree- 
ment should include. 

One of the committee members said 
that we might be guilty of practicing 
law if the committee suggested a form 
of partnership agreement. When a 
client of ours who may be in a manu- 
facturing business goes to his attorney 
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other accountant was “ 


Correspondence 


to prepare a partners ip agreement, it 
is he who tells his shootin how ac- 
‘ounts receive al le, fixed assets, inven- 
tories and goodwill should he treated in 
that partnership agreement, because it 
is he who is the expert in his business, 
and it is he who knows how he wants 
these items treated in a_ partnership 
agreement. It is the attorney’s duty 
to translate the client’s wishes into good 
sound legal aes logy. Certainly, 
then, we can decide for ourselves what 
we want in our eran agreements 
and what they should contain, and let 
the attornevs draw the agreements. As 
a matter of fact, to make doubly certain 
ot to attro nt our friends the attorneys, 
vithout whom we could not properly 
engage 1n our profession in many in- 
stances (and vice versa), let the So- 
clety, out of its surplus, appropriate a 
fee to be paid to a firm of attorneys 
for drawing a suggested accountants’ 
artnership agreement from the facts 

ch the society will present to them. 






The chairman of the committee, in 
attempt to stave off some of the 
yjections raised at the meeting, stated 
that all that was necessary in entering 
into a partnership agreement with an- 
to look him over 
“a refullv’. I do not believe that the 
hairman, who has been a practicing 
untant for very many years with a 
rge, nationally known organization 
uld ever conscientiously advise his 
ients in this fashion. We never know, 
1g a prospective partner over, 
matters will ultimately come up 
eate dissension and disagreement. 
tter if fact, if that was all that 
vas necessary, and if our ability to look 
was the controlling fac- 
would have very few 
separations in our family 

We would have very few busi- 

ss hissolutions, and our courts would 
he packed with lawsuits with respect 
partnerships. Wet never really know 
[ artner is until 
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someone over 
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tough people to get along with quite 
often, and so a partnership agreement 
isa “must”. The agreement should be 
comprehensive and should include every 
possibility and the kitchen sink. 

A question was asked by one of the 
members as to what procedure was sug- 
gested in the event of a dissolution of 
an accounting firm for valuing work in 
process. The committee did not 
answer this question because, as it said, 
it had not done sufficient research on 
this matter. The member who asked 
the question, I believe, was merely 
looking for an opinion by a committee 
member based on his own experiences 
or discussions with other accountants. 

My suggestion, at the meeting, was 
that in valuing work in process one 
method which had been followed pro- 
vided that all work in process, whether 
regular monthly audits, balance sheet 
audits, tax analyses, tax engagements, 
or any other special work, whether on 
a flat fee basis or a per diem basis, be 
completed by the partners remaining in 
control of the accounts and engage- 
ments, and that an accounting be had 
at the close of the engagement. The 
account would be charged with all of 
the “labor” costs (senior, semi-senior, 
junior, typists, etc.) expended on the 
engagement subsequent to the official 
date of dissolution, which would be de- 
ducted from the fee ultimately collect- 
ed, and distributed among the partners 
in their profit-sharing ratio, the retir- 
ing partner thus receiving his full share 
of the profit on the particular job which 
was in progress at the date of his re- 
tirement from the firm. No allowance 
in determining labor costs should be 
made for partners’ services, with the 
possible — of a tax engagement, 
where the services of the partner would 
probably be the main factor in de- 
termining the success or failure of the 
matter. 

In such a dissolution, to go further, 
a partner, if he were retiring completely, 
could be paid cut on the basis of the 
net value of the assets, including good- 
will. I shall not go into the matter 
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paper pre- 
sented by Mr. Block is an excellent one 
subject pretty thor- 


and covers the ! 
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oughly. If, however, 
out-and-out dissolution witl 
out of the accounts, a method commonly 
used allocates the accounts to the part- 
ners who originally brought them into 
the firm. For those accounts that could 
traced to a partner, but were 
the firm as a 


1a parceling 


not be 
probably recommendec t 
unit, the preference of the client could 
he ascertained. If no preference 1s indi- 
cated, the partners could bid for the 
account. A suggested basis for deter- 
mining the value of such accounts 
(those not traceable to a_ particular 
partner) would be the annual fee re- 
ceived for regular work done for the 
particular client. 


\nother question raised on the floor 
was the basis for valuation of a clien- 
tele to be bought or sold. The com- 
mittee stated that it had not been able 
to secure any information from anyone 
who had engaged in such a transaction 
and therefore was not in a position to 
answer the question, I[t is not uncom- 
mon for such transactions to take place, 
and quite a number of them are known 
to me from conversations with other 
accountants. The usual procedure, to 
my knowledge, has been to set the pur- 
chase price at the total of one vear's 
fees received (frequently the last fiscal 
vear). The amount, however, is not 
usually+ payable in one lump sum be- 
cause of the danger of clients dropping 
out because of dissatisfaction with the 
successor, loss of personal contact with 
the predecessor, and other reasons. Be- 
cause of that it is common to provide 


that the payments for the practice be 
spread over a period of three vears. 
his is accomplished by a provision that 


I 
the seller shall receive one-third of the 
total fees received from his former 
age 


clients in each of the three succeeding 


vears. In that fashion the buver is pro- 
tected against clients falling out, and 
the seller receives a compensating bene- 


Nt in the event of anv increases 1n fees. 
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floor, and one that I have known to be- 
come increasingly important lately, was 
that of the procedure with respect to 
associations which are formed merely 
for the sharing cf expenses, without any 
sharing in gross income. Because of 
the shortage of office space and capable 
assistants, it has not been uncommon 
for many accountants to get together 
and share the space, the expense of 
maintaining the office, and the services 
and salaries of the staff. The income 
and accounts of the particular individ- 
uals remain their property. A “part- 
nership” name may often be used. 

It is extremely advisable, in such a 
case, that an agreement be drawn indi- 
cating very clearly the relationshy 
among the parties, that a partnership 
does not exist but 1s one in name only, 
that upon a dissolution the accounts 
belong to the individual “partner” to 
whom thev always belonged, and that 
any accounts which may have been 
secured through a joint recommenda- 
tion from office associates or others, 
which are not the property of any par- 
ticular “partner”, should be 
of on a bid basis, the value being one 


) 


dispost d 


year’s fee. 

Another committee member, in an 
attempt to suggest a “catch-all”, advised 
the insertion of an arbitration clause in 
all agreements. While it is true that 
no agreement should be without an 
arbitration clause, we should 
again and again that the agreement 
should include every conceivable matter 
that could possibly arise, and there are 
many. As a matter of fact, a dispute 
among accounting partners was called 
to my attention today wherein the 
agreement was rather loosely and 
vaguely drawn, with the partners rely- 
ing upon an arbitration clause to cover 
anything which they may have omitted. 
The arbitration clause itself is now the 
matter of a State Supreme Court action 
and is on its way up to the Court of 
Appeals for final adjudication. 


stress 


t}) 


11f 


A gentleman on the floor brought out 
it had been held that no 


value should be assigned to goodwill in 


the tact that 


Juin 

















the view of the Committee that, 


( ‘orres pondence 


professions such as medicine, dentistry, 
law, acc untancy, and the like, in the 
hsence of any written agreement to 
he contrary. This gentlernan, in a 
liscussion with me in the lobby of the 
|, said that it was therefore impor- 
that the partnership agreement 

o into considerable detail in 
ext ressing the desire of the partners to 

Jude goodwill in valuing the assets, 
either upon dissolution or death, and to 

ulicate clearly the basis for such valua- 

m. The agreement, on the other 
, might expressly preclude the in- 
lusion of any value for goodwill, if 
that was the partners’ intention. 

The foregoing comments have been 
set down by the writer as they came to 
his mind, and without any attempt to 
present a cohesive paper from a pre- 
pared outline. The writer asks that 
the members give the issues raised some 
thought, and write to the editor of this 
publication expressing their views. It 
is hoped, from this expression of views, 
to indicate to the committee the wishes 

f the members respect to this 
important problem in connection with 
their own businesses. While it is true 
that we like to think of ourselves as 
professional men, we also hold our- 
selves out to our clients as experts on 
Let us then do a good job 
in putting our own drganizations on a 
firm basis and not have it said of us 
as it was of the cobbler, that “he walks 


arefor ted” 





with 


business. 


Very sincerely yours, 
M. L. RACHLIN 


Rejoinder by Mr. Greenberg 


The Committee on Administration of 
\ccountants’ Practice has given con- 
sideration to Mr. Rachlin’s comments 
‘oncerning the question period during 
he April meeting of the Society. It is 
con- 


h questions, 


the nature of the 
st of them were answered fairly well. 





It is expected that the questions and 
answers will be published in an early 
issue of the New York Certified Public 
Accountant. One question will be omit- 
ted because it is a tax question which 
is being referred to the Federal Tax 
Committee for its consideration. 

Opinions as to how to deal with 
specific partnership problems must 
necessarily be expressed with caution. 
One must recognize that you cannot set 
forth one policy, one formula, or one 
answer to each question. In the final 
analysis, decisions as to precise action 
or provisions must be made by the part- 
ners themselves. Our Committee can 
be helpful in pointing out the need for 
providing for every possible contin- 
gency. The Committee may even go 
further and indicate alternative methods 
of handling particular situations. But 
what our Committee or anyone else may 
suggest as to methods of measuring the 
value of work in process, goodwill, ete., 
may be applicable in only a limited 
number of cases. 

The Committee is conducting a study 
of partnership agreements for account- 
ing firms. Our studies have only begun. 
It is, therefore, premature to indicate 
the nature and content of our report. 
However, even prematurely, it does not 
appear feasible or practical to under- 
take to prepare a model partnership 
agreement for accounting firms. When 
one considers the variations among ac- 
counting firms as to number of partners, 
number of offices, special personal rela- 
tions, and many other factors, the im- 
practicality of any attempt at uniform- 
ity in partnership arrangements should 
be apparent. 

The Committee welcomes Mr. Rach- 
lin’s comments and invites further com- 
ment and suggestions from other mem- 
bers of the Society. 

BENJAMIN GREENBERG, Chairman 


Committee on Administration 
of Accountants’ Practice 























URITIES AND EXCHANGE 
COMMISSION 

Lee 

SRIES 

Release No. 

The Securities and Exchange Commission 
announced today that a public conference 
will be held on July 9, 1946 to consider a 
proposal made by its staff for the revision 
ot Article 6 of Regulation S-X which governs 
the form and content of financial statements 
of management investment companies other 
than those which are issuers of periodic pay- 
ment plan certificates. 

During the past several years the staff of 
he Commission has reviewed critically the 
inancial statements and schedules being filed 

management investment companies under 

1¢ Investment Company Act of 1940, the 
Securities Act of 1933 and the Securities Ex- 
Act of 19 34. During the same period, 
the staff has from time to time discussed the 
s involved in investment company ac- 
with representatives of various in- 

companies and their accountants, 
and with committees representing the Na- 
tional Association of Investment Companies 
and the American Institute of Accountants. 

On May 31, 1944, the Commission author- 
ized the staff to circulate for comment and 
criticism a proposed revision of Article 6 
of Regulation S-X which governs the form 
and content of financial statements filed by 
management investment companies under the 
three Acts mentioned above. The proposed 
raft was.sent to all management investment 
companies, to several professional accounting 
societies, to the National Association of In- 
vestment Companies, and to a considerable 
number of public accountants and other in- 
persons. Thereafter, extended dis- 
is were held between the staff and 
committees representing the National Asso- 
ciation of Investment Companies and_ the 
American Institute of Accountants 


rhe restatement of Article 6 now proj 
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change 


sunting 
vestment 





osed 





presents a tt in many re- 
spects from requirements of 
Article 6 ar would call for 
pot t mi the financial re- 











S es many of the sug- 
.- 2 cr 1 received. However 
re a number of respects in which the 
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of the changes proposed by the staff, the 
Commission has determined to hold a public 

conierence for the purpose of ascertaining 
the views of all interested persons with re- 
spect to the staff proposal. For the con- 
venience of those interested, the staff has 
prepared a report on the revision of Article 
6 which describes in detail the changes pro- 
posed to be made and the more important 
considerations which it believes require these 

changes. 

Copies of the proposed revision of Article 
6 and of the staff report are available upon 
request. However, copies of the materials 
have already been mailed to all management 
investment companies, and to those persons 
to whom the draft dated May 31, 1944 was 
sent for comment. 

The conference will open at 10:30 a.m. on 
July 9, 1946 at the Commission’s offices in 
Philadelphia, 18th and Locust Streets. Writ 
ten comments as to the staff proposal and 
report should be filed by July 1. Persons 
desiring to attend the conference or to be 
heard at that time should notify the Com- 
mission not later than June 25, indicating the 
amount of time desired to present their views 
at the conference. 

All communications regarding the confer 
ence, including requests for copies of the staff 
report, written comments as to the proposals, 
and notifications by those wishing to appear 
or be heard, should be addressed to William 
W. Werntz, Chief Accountant. 

The following reply to an inquiry 
made by one of our members is repro- 
duced because of its possible general 
applicability. All members are invited 
to submit similar material of general 
interest for publication in this section. 

DEPARTMENT OF STATE 
WASHINGTON 
In reply refer to 
) 3-2146 
‘harles Hecht, 
rle = Hees and Company, 
20 Pekan Place, 
y f 5, New York. 
Mr. dear Mr. Hecht: 
fer to your letter dated March 21, 1946 
held by a number of 
countries. 
American citizens 
required to file 
such assets. T! 


here 
requiril ‘ 








1g property 
clients in foreign 
‘ou inquire whether 
ing assets abroad 












ns for the recovery ot é 
regulation 
American nationals file claims of t 

with the Department. With regard 





at “this time no 
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nfer- 
staff 
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liam 








EE f 
tize 

Tt 

eg 1 
Tune 


tries by United State 





O fic tal Decisions and Releases 


specifically to property held in enemy coun- 
citizens it is not as 








i 
et state when any tormal claims 

ith respect to such pr 

lat procedures may eve 

facilitate the reestablish 

tizens of control ove 
pe s. The Department has, however, 
een accepting statements concerning such 
roperty holdings, which are made of record 
the Department for possible future con 
deration and which may assist in the pro 
of the American interests involved. 
mation concerning property holdings 


enemy countries, if submitted to the De- 
1; 


tment, should include, in addition to any 
her facts regarded as pertinent 


1. Description of the property, its exact 


location and means of identification ; 
2. The name and address of the person 


institution having custody of the property 


evidence the reol; 


3. The value of the property, including 
accrued interest or dividends, and the 

mortgage or encum 
rance thereon; 
1, All available 
ate of the property during the war; 


othe r 


inform 





5. The names, nationalities and addresses 
persons claiming ownership of the 
property and a statement showing how and 
when American citizenship was obtained: 
and if acquired by fiaturalization the num- 
ber of each natural ‘ate should 
be given and the name ocation of the 
court by which the certificate was issued. 











zation cer 








If the owner of property located in enemy 


| 
untry is in doubt as to th present status 
t is prepared, 


the Departmen 
quest, to ask its representatives to 
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ropriate investigation and report 


ry of State: 
LD R. SprecEt 
R. Spiegel 
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Affairs 


Mem bers of 


; 





countants, 
In furtherance of our desire to keep you 
any important changes in the 
ministration of the tax laws under our 
icti wish to that a 
tem was recently 


ed ot 





Jurisdiction, we advise 


ched-card accounting sys 
installed in order to apply more modern 
ethods to the administration of the Occu- 
ancy Law. As a result thereof, the 


tax return for 1946, known as 


rm R801, due on or before July 15, 1946, 





1 1 


l +O 


a card 
will be p 
number. 


form which, before distribution, 
e-punched with an identification 
his torm will also be mechanically 
dressed and is intended for distribution 

° . The punched-card 
filed with the department at 


ad 
l to the taxpayer 


( irectly 








me payment is made, aiter which these 
will be sorted and compared with a 
master file for the det ation of delin 
quent taxpayers \t the time of mailing, a 





taxpayer's copy and a return envelope will be 
included with each return. 
It is essential ce 

tem that the tabulating card forms be re 
turned when remittance is made. \t the 
same time, in order to avoid a possible loss 
of revenue, a special tax form 
pared to be filed 1 


1 ] 
1 | 
cannot be obtained before the due date. 


for the success of this svs- 


1 
I 


las been pre 
iat form R&sol 
This 
is a paper return known as form R800, which 
if used to excess, will result in a considerable 
delay in recor ’ We, there- 
Oo assist us in restricting the 
ssible. 


the + 
1 tilt l 


event 


fore, ask vou 
way | 
le past has had occa- 
operation with very 
satisfactory results, for which we are deeply 
We enclose herewith samples 
which we expect to begin 
mailing to taxpayers of record in a few days, 
as well as the return discussed above. If you 
desire additional information or a supply of 
] communicate with 
the Occupancy Tax Unit of the Division of 
xes at 50 Pine Street, New York 


use 
Thi partment 11 


solicit vour 





sion to 





of the new forms 


feel free te 


rins, piease 


Sincere ly yours, 
(Signed) Spencer C. Youna, 
Treasurer. 


RESOLUTION 


of the New York State Conference of 
Lawyers and Certified Public Accountants 
adopted on March 21, 1946 


York State Conference of 
Lawyers and Certified Public Accountants, 
comprising repre sentatives of the New York 





State \ssociation and the New York 
stat Society of Certified Public Account- 


ants, held its organization meeting on Thurs- 


day evening, March 21st, at the Union League 


Club, New York City. 
rl lowing resolution was adopted by 


and more the average citizen re- 


al services of accountants 


and lawyers, or both. He is entitled to receive 





the most competent advice, and to be served 
ighest character, aware of 

Harm and injury 
such 
services are rendered by unqualified, incom- 


petent or unprincipled persons. Whatever can 


by men of the his 





are suffered by the public whenever 





he done in New York State by the New 
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The New York Certified Public Accountant 


York State Bar Association and the New 
York State society ol Certified Public Ac- 
ountants to improve the public service of 
heir members in their respective fields will 
% of benefit to the public as well as to the 
Recognizing that the 
profession and the 


ted, and in cer- 


( 
t 
t 
} 


prolessions concerned. 
work of the accountancy | 
profession of law is interrela 
tain respects overlapping, and that the fullest 
confidence of each profession in the other, 
and cooperation between both, are desirable, 
be it 

Resolved, that the objectives of the New 
York State Conterence ot 
Certified Public Accountants are the follow 


Lawyers and 


ing 
1. To further the development of pro- 
fessional standards in both protessions. 


h 


? To encourage cooperation between t 
two professions for the benefit of each 
and of the public. 

To consider misunderstanding, involv 
ing fundamental issues between the two 
professions and recommend means for 


disposing of them. 

4. To devise Ways and methods of ex- 
panding the usefulness to the public of 
both. 


5. To seek means of protecting the public 
against practice in these respective 
fields by persons not qualified to serve 
the public.” 


RESOLUTION NUMBER II 
of the New York State Conference of 
Lawyers and Certified Public Accountants 
adopted on May 20, 1946 


“\WWHEREAS, lawyers and certified public 
accountants are trained along professional 
lines, licensed by the State and required to 
bring to their public, service qualifications 
both as to competency and character; and 

“Whereas, the New York State Bar As- 
sociation and the New York State Society 
of Certified Public Accountants have each 
adopted codes of ethics and rules of pro- 
fessional conduct to assure high standards of 
practice in their respective professions ; 


t 
AD 

t 
A“ 

~ 


“BE IT RESOLVED, in the opinion of the New 
York State Conference of Lawyers and Cer- 
tified Public Accountants 

“1. The preparation of income tax retur 

inay involve knowledge of. both 

counting and law, though in 

instances the filling in of forms \ 

not require the services of an account: 

ant or a lawyer. It is in the clear 

interest of the public (since it is for 
the protection of the taxpayer as well 
as in aid of the sound administratior 
if the tax law) that the knowledg¢ 
woth lawyers and accountants in t] 
field should be utilized. The conter- 
ence recommends that both professions 
through their associations consider 
methods of assisting taxpayers of 
small means in the preparation of their 
income tax returns so that they will 
not be required to go to untrained | 
‘a for such assistance. 
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“2. Members of neither profession should 
attempt to perform the functions 
the other. It is likewise in the public 
interest for lawyers to recommen 
employment of certified pul 
countants and for certified public ac- 
countants to recommend the employ 
ment of lawyers whenever the talents 
and training of the lawyer or the ac 
countant are indicated as best for 
service of the client. 








Certified public accountants should 
not prepare legal documents such as 
articles of incorporation, corporate by- 
laws, contracts, deeds, trust agree- 
ments, wills and similar documents. 
Vhere in connection with such docu 
ments questions of accountancy are 
involved or may result, a_ certified 
public accountant should be consulted.” 


=») 


The foregoing Resolution is in essence the 
same as that adopted by the National Con 
ference of Lawyers and Certified Public 
\ccountants 

The New York State Conference is con 
sidering other matters concerning the rela- 
tionship of lawyers and accountants, and 
future resolutions will be issued from time to 
time. 


June 
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Principles of Accounting — Inter- 
mediate (Third Edition) 


by H. A. Finney. Prentice-HAtt, 
Inc., New York, 1946. xii + 873 
pages, $6.65. 


That Finney’s texts on accountancy 
have long ago made their mark there 
can be no doubt. Their wide use as 
course material in schools of business 
over many years suggest that they are 
well written and basically sound. In 
his third edition of Principles of Ac- 
counting—Intermediate, Mr. Finney, 
to paraphrase the remarks in the pref- 
ace, has attempted to give full recog- 
nition to the consequences of the trends 
in recent years to develop accounting 
theory and to challenge many previ- 
ously accepted procedures. 

A text may perhaps best be judged 
by (1) the soundness and choice of its 
subject matter, (2) the arrangement of 
that subject matter, (3) the clarity of 
the language and the presentation, and 
of the illustrations used, (4) the ques- 
tions and problems, and (5) the typog- 
raphy and mechanical make-up. 

In choosing his subject matter, the 
author has omitted chapters on install- 
ment sales and consignments, both of 
which were included in his second edi- 
tion. These topics are frequently taught 
in the so-called advanced courses and 
will no doubt be included in a revised 
advanced edition when it is ready to 
be offered to the public. Two chapters 
dealing entirely with accounting theory 
have been.added and throughout the 
book the theoretical basis is emphasized 
in the discussion. 

One might take exception to the in- 
clusion in a text on intermediate ac- 
counting of such topics as “single entry”, 
“simple accounts for assets and liabili- 
ties”, “the mixed nature of some ac- 
counts”, and “the closing entries made 
at the end of an accounting period”, all 


1946 


of which comprise the first two chapters 
of the book under review. These belong 
in an elementary text. Like many open- 
ing chapters, those in this book are on 
the awkward side. The author might 
have presented here a brief review of 
elementary accounting with emphasis 
upon those matters which are subse- 
quently taken up in the text from more 
advanced points of view. 

The inclusion for the first time of two 
chapters on partnerships is noted. Part- 
nership problems are sometimes pre- 
sented in elementary texts. The wis- 
dom of considering partnership in an 
intermediate text is understandable be- 
cause a comparison between partner- 
ships and corporations is helpful in ex- 
plaining the latter subject. 

In addition to the topics already 
mentioned, Mr. Finney discusses cor- 
porations, the actuarial phases of ac- 
counting, cash, receivables, inventories, 
tangible fixed assets, intangible fixed 
assets, investments, liabilities, funds and 
reserves, comparative statements, the 
analysis of working capital, miscellane- 
ous ratios, the analysis of profit and 
loss, and the statement of application 
of funds. 

One may perhaps question Mr. Fin- 
ney’s explanation of a stock split up. 
It is the reviewer's belief that the out- 
standing shares need not be called in 
to be replaced by a larger number. 
When done at all, it is generally with 
respect to stock, the par value of which 
is reduced, or where the rights or other 
features of stock are changed. Instead, 
more frequently new certificates are 
sent to stockholders for the new stocks 
issued to them, but the old certificates 
previously held are retained. 

The short presentation of tax and 
bonus problems in the second edition 
has been greatly expanded in the pres- 
ent volume. It is unfortunate that taxes 
are ever changing, for the author, in 
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proving a good book. The subject mat- 
ter is well chosen and it is presented 
in understandable language. One may 
hope that a reprinting of the text y 
soon be necessary and that better paper 


will then be available. 


1] 


STANLEY B. TUNICK 
The School of Business and Civic 
Administration 
The City Ce lege 


The Economics of Housing, 
by Laura M. Kingsbury; pages, 
x + 169 (paper); Kinc’s Crown 
Press, New York, 1946; $2.50. 
\ teacher of economics sustained a 
loss as a result of the ownership of 


1 
some cottages. In retrospect, the ex- 





perience aroused her intellectual curt 
tv. She therefore embarked on a 


truly decio 
STUCYV Gestg 


such questions as: “What are the eco- 
‘inciples that govern the costs 


ff urban housing 7” and 


ned to furnish the answers to 


1) nie 
me | 





‘How can they be made so concrete 
t : po » ae ey Aneta 
that a housimg consumer or a tanarord 
may apply them to particular pieces 0 

housing and thus avoid loss ?” 
The practical importance of this prob- 
lem cannot be over-emphasized. The 
te investment in houses and the 





upon which they are built is prob- 
ably as large as that in almost any 
other class of property. 

Miss Kingsbury has divided her at- 
tack upon the problem of simplifying 


using valuation into three parts: 





(1) The analysis of what the pres- 
ent evaluating groups (i.c.,_ tl 
1 


economists, the appraisers, tl 


Tit 


tax 





assessors, the accountants, the archi- 
tects, the housing managers, and the 
rroups) have already 


ater j 
public housing g 
said and done in regard to the values 
and costs of housing. 

(2) The selection from the theories 


and methods of these evaluating 


) 
ups of those that lead toward 
asic value and can be applied ob 
jectively. 
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(3) Their application, whicl 
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peer sore A OE 
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ke the form of the periodic oather- 
¢ of market data with respect to 
jective valuation terms by quanti- 


tative housing economists, the gen- 
eralization of these data into several 
\ alue cost ratios, and the publication 
of tl ratios. The author con- 
templates that consumers, landlords, 
investors, and other interested parties 
may obtain up-to-date basic values 
and pertinent costs by the applica- 
tion of such appropriate ratios to par- 
ticular housing units. Ultimately, 
she expects that trends and, pe rhaps, 
laws for a new housing economics 
may be evolved from these statistics. 


Ese 


hook, the emphasis is upon the 
these three steps. The writer 
> project in subse- 





ot 


first 
hopes to continue the 
quent studies. 





> author concludes from the pres- 
that the viewpoint of repre- 
economists on. this 
recognizing as their 
‘oblem ‘“‘the valuation 
muses and their land in money terms’ 


ent study 
subject. 
SU) | 

central 


concrete f 


nds to be abstract and removed from 
he marketplace; that that of the ap- 
raisers is subjective and tends toward 


speculative: that, while general 
munting does not have much to con- 
tribute to housing economics, cost ac- 
unting can be useful to the consumer 
| the housing lomist in develop- 
¢ suitable accounting forms fot 
ering and assembling data neces 
in the measurement of costs and 

s of housing: and that the other 
lating groups can offer ve tle 

t ie to the consumer in valuing 

s ising beyond the development 
fa few economic concepts that might 
ized in the ultimate solution of 





p cali 


The specific details of what the 
wuthor os of accountants in the 
ight « of the foregoing conclusions will 


probably “a of interest to the profession. 
\t the outset, the old poe he of value 
versus cost is presented again. More- 
author points out that for 
inv unit of housing there is 
r main and a current or gross 


i ] 
ver, tne 


Ve alue 


> Rev 
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rental value; also, a capital or main 
cost and a set of current operating costs 
that have to be deducted from the gross 
rental to arrive at the net rental income. 


un sgronlaeg 1 Pi capital value of the 


unit may be its existing residential use 
value ae or the latter value after 
adjustment for the speculative factor 
of possible change of use. Then, too, 


the capital cost of the housing should 
be divided between that of the building, 
which is subject to physical deprecia- 
tion, and that of the land, which is not. 
The related problems of what concept 
of cost is involved (historical or repro- 
duction, for example) as well as what 
concept of depreciation, immediately 
present themselves. Miss Kingsbury 
also notes that the determination of the 
rate of return involves the ratio of the 
net income earned to the amount of the 
investment; and this, in turn, requires 
a decision to whether investment 
means value or cost and which value 
ch cost. 
generalized 


as 


or whi 


Since costs and values 


(ic. from fypical houses, only) are 
important to the consumer and_ the 
housing economist, the latter, aided 


perhaps by an architect, would have to 
typical houses the accounts 
would be worth generalizing. 
Then, Miss Ningsbury says, the cost 
accountant would proceed to furnish 
inarket rental 


select the 
, 
| 


f which 


1 


lormat 10On as to The¢ 
‘eceived for typical houses, and their 
current (i.¢@., Operating) and capital 
costs. Tle could thereafter compute 
such ratios from these as might subse- 
quently be generalized for use by the 
consumer and the housing economist. 

The author suggests that the cost 
accountant should make a regular prac- 
tice of obtaining the present market 
value of the land (in accordance with 


methods prescribed by housing econo- 
nists ) and the present cost repro- 
ducing the buildings (calculated accord- 
ing to costs furnished by architects or 
builders) de aig for age (calcu- 


of 


lated according to period of life and 
+) 1 r , , 
method of depreciation developed by 
housing economists). This present 
oe led 
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Ohio C.P.A. Problems and Solutions 
(1940-1944) 
by William E. Dickerson, William B. 
Jencks and Richard C. Rea. Onto 
STATE UNtIversity Book Store, 
1046. 180 pages, $7.50. 


Students preparing for the Practical 
\ccounting part of the C.P.A. examina- 
tion may now have the advantage of 
consulting this new loose-leaf problem 
and solution book. Professors Dicker- 
son and Jencks are members of the ac- 
counting faculty at The Ohio State Uni- 
versity, while Mr. Rea is a member of 
Richard C. Rea and Associates. All 
are certified public accountants. 

\While these are not, of course, off- 
cial solutions by the Ohio State Board 
i \ccountancy, they represent the con- 
sidered judgment of the authors and 
should be of considerable help to can 
didates for the C.P.A. certificate. 


Proceedings of New York Univer- 
sity Fourth Annual Institute on 
Federal Taxation—( Addendum) 

e following note was recently re- 
ceived from the Chairman of the Insti- 
tute, too late for inclusion with the 
review of the Proceedings thereot which 
appeared in last month’s issue: 

In an article by Peter Guy Evans 
on Section 722 (b) (5) in the 
N.Y.U. printed proceedings, a source 
note was omitted. It stated that Mr. 
I-vans’ article was in part based upon 
the manuscript of C. N. Whitehead 
on Section 722 (b) (5) which was 
published in the February, 1946, 
issue of The Journal of Accountancy 


sa part of its analysis of the Section 


a 
o> rine 
722 Bulletin. 











